PRI 





THE RONA 





RP Ens eee 
ee 











r lak Mae als F aN e CPE api ae ay Va= OD ; is 
ad 4 rit mY i , ; ., EVE fae ce 2, ’ ee ae 
° Se : ri 





9%. Sr ast at ed i RE Se oe 
cs =e F 


THE JOURNAL OF ACCOUNTANCY 





| 


| 
| 
| 
| 
by 
1 


SS ee te ere en ae ae a RT A A ee TN A RE eS A eR RR RE eee ren 


Hisiguch Preparation Is Essential To Sate 


It is just as true in business as in any other field of endeavor, that 
@ person must be thoroughly and carefully trained in order to reach 
the final goal—success. 

NEW YORK UNIVERSITY 


SCHOOL OF COMMERCE 
ACCOUNTS and FINANCE 


has enjoyed wonderful success in training men and women to cope 
with the intricate problems of the business world. Complete courses 
are being offered in Accounting, Advertising and Marketing, Fi- 
nance, Management, Journalism, Foreign Trade as well as a large 
number of special courses. 


Registrations are Lenenee test yen for the fall term beginning in September and the spring 
ia Reding to Pobranry 
{A copy of the regular bulletin will be sent you upon application to the SECRETARY. 


$2 Waverly Place . New York City 

















Duties of the Junior Accountant 


By W. B. REYNOLDS and F. W. THORNTON 
Published under the Endowment Fund of the American Institute of Accountants 


THIRD EDITION 
The third edition of Duties of the Junior Accountant is now ready for 
delivery. 


This standard guide for the junior accountant has established itself in 
most of the prominent accounting offices. 


eens nee Rene ee os hee pam het te ae nate 


The volume consists of 107 pages and te of convenient size 











Tus Amanicen Instituts oF 


1 Liberty Street, New York. 
Gawrieuen: 





PEOSSSOSEHOSHOHHOHOTESCOOROCSODOO.”™ ~ seeee ee 4 | 








When writing to advertisers kindly mention Tux Jounma o» Accountaner 
























The Journal of Accountancy 


Official Organ of the American Institute of Accountants 








Vol. 29 MAY, 1920 No. 5 


a 








Foreign Exchange’ 
By Georce E. Roperts 


When we speak of foreign exchange we mean the relation be- 
tween our money and the money of other countries and the cost of 
converting a sum in our money or bank credit into foreign money 
or bank credit, or the reverse. If I have $1,000 ina New York bank, 
what can I get for it in terms of a bank deposit in London, Paris, 
Berlin, Madrid, Genoa, Bombay, Yokohama, Buenos Aires or 
wherever I may want to use it? Or, if somebody sends me a 
cheque or draft on a bank in one of those cities, what can I get for 
it in dollars here in New York, assuming, of course, that the 
bank on which it is drawn is good and will pay it on presentation. 

There are two principal factors in it: first, the relation of the 
currencies to a common standard of value and, second, the state 
of trade between the countries. Before the outbreak of the great 
war, by a gradual process of evolution, nearly all the important 
nations had brought their currencies into fixed relations to the gold 
standard. The dollar of the United States meant the value of 
23.22 grains of fine gold, the pound sterling of Great Britain 
meant the value of 113 grains of gold, and so the franc of France, 
the mark of Germany, the guilder of Holland, the crown of 
Austria- Hungary, the ruble of Russia, the yen of Japan—each 
meant the value of a certain number of grains of gold; and 
you could ship the coins of any of these countries to any other 
country having the gold standard and have them re-coined 
into the money of that country. By reason of their fixed relations 
to the grain of gold they were in fixed relation to each other, 
subject to the cost of transportation and recoinage, which was very 
small. The equivalent of the gold sovereign in United States 


*An address delivered at a moeies of the New York State Society of Certified 
Public Accountants, December 8, 1919 
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money, based on the gold contents, was $4.8665, and before the 
war, whenever exchange charges either way would vary from that 
by more than two cents, gold would begin to move. 

On the other hand, China has been a silver standard country, 
and the rates of exchange between China and the gold standard 
countries have fluctuated with the gold value of silver bullion, 
At the outbreak of the war silver was worth about 55 cents an 
ounce and silver is worth now about $1.30 an ounce. So if you 
have a payment to make in Chinese taels, which means a certain 
weight of silver, the exchange of dollars into taels takes more than 
twice as many dollars as before the war. 

Of course, when the European countries, after the outbreak 
of the war, began to issue paper money in excess of their ability 
to redeem it in gold, their currencies lost their fixed relations to 
the gold standard and became depreciated; and the depreciation 
entered into exchange rates. 

That relationship of currencies to each other through their 
relationship to a common standard is one factor in exchange 
rates. 

Then there is the effect of the state of trade. Distance and 
trade relations may be a factor in exchange rates even within one 
country and under the same monetary system, but exchange 
charges under such conditions are usually small 

Before coming to a study of the foreign trade situation I 
think it may be well to illustrate it first by a situation within our 
own country, where no conversion from one currency into an- 
other is necessary. 

Let us suppose that the state of Oklahoma, by reason of a 
prolonged drought, has a crop failure. It has very little to sell 
and with which to offset the purchases which it must make in the 
outside markets. It buys nearly all its merchandise from outside 
and usually pays largely by means of its crops. Oklahoma will 
have a state of unbalanced trade. The burden of making the 
settlements falls first on the bankers. The merchant will come 
to his banker and say: “I have to carry a great many of my cus- 
tomers over until they make another crop. I have sold them 
my goods, and I have to sell them more goods in the meantime, but 
I can’t get any pay and you will have to help me pay my bills in 
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the east, and help me carry this load.” The banker will lend to the 
merchant, and draw down his balances with his correspondent 
banks outside as low as he dares. Then if he has any municipal 
or railroad bonds which are marketable in the eastern markets 
he will sell them, to replenish his balances. And then he will 
present the case to his correspondent banks and borrow to re- 
plenish his balances. And the merchant, having got as much 
from his banker as he can, will fall back on the jobbers or manu- 
facturers of whom he buys, and obtain extensions from them, 
and the merchant and banker will go to their customers, and, if 
possible, get them to give mortgages which can be sold outside 
and thus create credits and help to correct the unbalanced state 
of trade. 

Here you see is no question of currency nor an exchange of 
one currency into another. It is wholly a question of getting 
credit to balance an unbalanced state of trade, and the condi- 
tions are much the same as in the relations between the European 
countries and the United States at this time. In both cases there 
is a necessity for credit. In the case of Europe it shows itself in 
the exchange rates. The high rates of exchange are something 
more than a charge for transmission or collection. They amount 
to a bid or charge for credit. In the case of Oklahoma the de- 
mand for credit does not figure in the exchange rates. The 
money is the same, the relations are much more intimate and 
it is plain borrowing. 

Now, turn from the case of Oklahoma, as I have supposed it, 
to the case of Canada. The United States sold to Canada last 
year about $700,000,000 worth of products, and Canada sold to 
this country about $400,000,000. There is another case of unbal- 
anced trade, not due to crop failure, but there is the same kind 
of a situation to consider. The sales of Canadian products in 
this country created only about one-half enough credits to offset 
the Canadian purchases. The Canadian banks could draw drafts 
up to $400,000,000, and then their balances would be exhausted, 
unless they were replenished by some other means. If the Canad- 
ian banks had gold that they could spare they might ship it to 
New York and draw against it, but they have had no gold to 
spare. The total gold reserves of Canada are only about $200,- 
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000,000, and in the present state of the exchanges they might all 
be drained away, so the government has maintained an embargo 
on gold exports since the beginning of the war. 

If it was known that this trade balance was only temporary, 
if it was of a seasonal character, running one way part of the 
year and the other way in the rest of the year, the Canadian 
bankers might borrow in this country to tide over the situation ; 
but they don’t know that. Exchange between this country and 
Canada is very closely involved with exchange between New York 
and London, so the Canadian banks dare not borrow heavily for 
settlement purposes. The situation is too unsettled and runs into 
too much money. 

Here is a situation where our old friend the law of supply and 
demand comes into play. There is a demand in Canada for more 
credits in the United States than are normally supplied, com- 
petition results and exchange goes to a premium. In Montreal, 
Toronto and other Canadian cities exchange on New York is 
commanding a premium of 5 to 6 per cent. Now see what that 
does: it offers an inducement for the creation of New York ex- 
change. It is an open offer to anybody to come forward and 
furnish credits in New York for Canadian use. Anyone who will 
borrow in New York can sell the credit in Canada at a premium 
of 5 per cent, or if a Canadian holds bonds or stocks that are 
salable in the American market he may sell them, take his pay in 
a cheque on a bank in one of our centers and sell the cheque to a 
Canadian bank at a premium. Again, Canadian merchants may 
obtain credit from jobbers and manufacturers in this country or 
may induce them to take their pay in Canada. One way and 
another, by transactions like these, that $400,000,000 trade balance 
has been settled or adjusted for the time being. American manu- 
facturers have millions of dollars of deposits in Canadian banks 
received by their Canadian agencies in payment for goods, which 
they are leaving there hoping for a more favorable time to bring 
them home. The treasurer of a prominent firm of farm imple- 
ment manufacturers told me recently that they had over $2,000,- 
ooo in Canadian banks, accumulated in that way. 

I want to emphasize that these exchange charges are not made 
arbitrarily by bankers. They are not charges for the benefit of 


324 














Foreign Exchange 


bankers and they are not under the control of bankers. A banker 
has to buy practically all the foreign exchange he sells and pay 
the market price for it, just as a merchant has to buy goods to 
meet the wants of his customers. Furthermore, it is only by 
offering a premium, or, in other words, by paying for the service, 
that people can be induced to come forward and create exchange 
under abnormal conditions and to meet special demands. 

The exchange situation between this country and Europe is 
very much more acute than between this country and Canada. In 
the first place the trade is more unbalanced; the balances are 
larger in proportion to the volume of trade; and, again, the rela- 
tions between this country and Canada, between the buyers and 
sellers who are dealing with each other, are closer, and it is easier 
to accomplish the various shifts by which settlements are made 
or postponed. Furthermore, the relations, business and financial, 
between the United States and England are closer than between 
the United States and the continent, and the relations between 
London and New York are not so bad as between New York and 
the cities of the continent, but they are well-nigh desperate in 
any case. 

The European countries have need to buy more of us than 
in normal times, and they have neither gold nor goods to pay. 
Their industries are disorganized, and many of them are in need 
of raw materials which they can get nowhere except of us. And 
so we have seen the European exchanges sinking lower and 
lower from month to month; or, if you will turn the situation 
around and see it from the European standpoint, American ex- 
change has been rising higher and higher, until it has become 
almost prohibitive. 

It is no secret that the food administration of the British gov- 
ernment is buying wheat and other foodstuffs in this country 
now and selling drafts on the British treasury at current rates to 
obtain the means of payment. There is no question about the 
payment of these pounds sterling in London—the discount is all 
because of the difficulty of finding someone who wants to use 
pounds sterling in London, and London is the most cosmopolitan 
market for commodities and investments in the world. The 
British people hold investments all around the world. You can 
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buy securities representing nitrate companies in Chili, railroads in 
Argentina, railroads and public utilities in Brazil and investments 
all over South America, in Canada and elsewhere, and use a 
London credit for that purpose. You can buy any security on 
the London market at more than 25 per cent discount from the 
price which the seller gets for it, by making the purchase from 
the United States by the use of sterling exchange. This is an 
extraordinary situation. It is not because the credit of Great 
Britain is broken down; for, if desired, the credit can be converted 
immediately into investments in countries that have not been in 
the war. It is partly that our people are not accustomed to for- 
eign investments, and largely because there seems to be so much 
use for money at home. 

The cotton mills of Lancashire are running upon cotton which 
is going forward from this country, bought with sterling exchange 
yesterday at about $3.75. And when you turn the situation 
around and consider the discount on sterling as a premiiim on the 
dollar it amounts to about 334 per cent. 

And if the situation with England is bad, that with France is 
worse. The premium on New York exchange in Paris is about 
130 per cent. We think prices are high in this country; but how 
can the French people pay these prices, and in addition a premium 
of 100 per cent upon New York exchange, and then pay the 
abnormal ocean transportation charges besides? 

And in the case of Italy the situation is still worse. Italy is 
without coal, iron, copper, cotton or oil. She produces none of 
these common necessaries, and this is almost the only country 
where she can get them. How can she do without them? And 
how can she afford to buy them at such cost? Before the war 
both Italy and France imported coal from England, but under 
labor troubles there production has fallen off until England has 
almost none to spare. We had word the other day that 3,500 
factories using electric power in Paris and vicinity were shut 
down for want of coal. The coal strike in this country probably 
has put an end to coal exports even if credits were arranged. 

Cotton mills are idle to-day in Italy, France, Belgium, 
Germany, Poland, Bohemia and Austria, and the skilled opera- 
tives are idle and supported by unemployment doles, because 


326 




















Foreign Exchange 


they cannot finance the purchase of cotton—and our supply of 
cotton is the largest in years and far beyond the capacity of our 
mills to work up. Our own consumption of cotton this year is 
behind that of last year. 

A financial committee has been in this country for months 
from Czecho-Slovakia, trying to get a loan of $25,000,000 or $30,- 
000,000 to be expended here for cotton and other raw materials. 
They have been able to get about $5,000,000. There are commis- 
sions or representatives here from nearly every country on the 
continent upon the same mission, and I don’t believe any American 
can hear their pathetic pleas without wishing every citizen of 
rich and prosperous America might hear them. 

The dislocation of exchange is approaching an actual break- 
down of international trade relations. The lower these exchanges 
go the greater the offerings have to be to make the same pur- 
chases. They are giving up what is real wealth, and the point 
is being approached when it is scarcely conceivable that purchases 
can go on. 

The situation gives one a painful feeling of the incapacity or 
ineffectiveness of the social organization. It is due to a want of 
co-ordination and unity in the world society, as most of our 
troubles are. Modern, highly organized society has never known 
such a state of helplessness. Europe is thrown back into primitive 
conditions with a population which cannot be supported under 
primitive conditions. They must have supplies of food and raw 
materials for their industries from outside themselves or all 
European society is in danger of going into chaos. Mr. Hoover 
has estimated that 100,000,000 people in Europe west of Russia 
must be fed from outside that territory or they will die. That is 
not so extraordinary a statement when you understand that even 
in normal times before the war 70,000,000 people west of Russia 
had to obtain their food from Russia and outside of Europe, but 
in normal times they paid for this food by means of the exports 
which were normally flowing out. Now the food imports must 
be larger and there are fewer exports to meet them. 

This is one of the great crises of the world’s history, and the 
hopes of Europe naturally center in the United States. The war 
touched the United States but lightly as compared with Europe. 
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We prospered through it, in spite of it, and to some extent by 
means of it. We are richer as a people than when the war bgan, 
with greater productive capacity. The wealth-producing capacity 
of the United States is from one-third to one-half that of all the 
world. In capacity to produce steel and iron, labor-saving ma- 
chinery and all kinds of industrial equipment, this country is 
practically equal to all the rest of the world put together. And 
so it is of supplies of some important raw materials. We have 
the resources and the ability to increase the production of those 
things as no other country can. 

We have what Europe needs, and what she can get prac- 
tically nowhere else. At any rate she can get relief promptly no- 
where else, and she needs it promptly. Furthermore, we have the 
financial resources for providing the relief. We went into the 
war a debtor country and came out a creditor country. We have 
bought back in large part the American securities formerly 
owned in Europe, and bought them at very low prices by selling 
war supplies and foodstuffs at very high prices. And the fact 
that they have sold their American securities makes them more 
helpless in their present situation for they have denuded them- 
selves of their liquid assets. 

Now that is the situation and the relation in which Europe and 
America stand to each other to-day. But desperate as the situa- 
tion may appear on the surface, Europe is by no means unworthy 
of credit. The chief risk, and I would say the only risk, in ex- 
tending credit to Europe is that of social disorder, that all gov- 
ernments may be submerged, all obligations dishonored, and so- 
ciety thus lapse into utter and final ruin. But I have too much 
faith in mankind to believe that that will happen, especially if they 
have help to get on their feet and reorganize their industries and 
give employment to their people. 

We say that Europe ought to get to work, but it is slow getting 
to work without tools or materials or credits. 

The people of Europe have something to offer as a basis of 
credit. The soil of Europe, the natural resources, the industrial 
works and accumulated wealth of all kinds and, finally and most 
important of all, the population of Europe are abundant assets. 
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INDUSTRY AND SKILL ABROAD 


The people of Europe are industrious and skillful. They are 
a wealth-producing, thrifty people. Those countries are not bank- 
rupt. It is true their indebtedness is large, but most of it is held 
by themselves and counts as assets as well as liabilities. No people 
ever went broke making payments to themselves. National in- 
debtedness involves some problems of taxation, but where the 
payments of interest and principal are back to the residents and 
taxpayers of the same country, the problem is comparatively 
simple. The payment of indebtedness does not extinguish the 
capital transferred. 

These people are not bankrupt simply because they cannot 
pay down on the nail. They are in the same position as farmers 
who have lost their crops, but still have their farms. The farmers 
have nothing to sell, and they have to buy seed and live somehow 
until they can raise another crop. Every country banker knows that 
there is an obligation upon him to be liberal with credits at such 
a time. There isn’t a country merchant who doesn’t know that 
he is interested in carrying his customers through and in supplying 
them with what they need to make the next crop. 

The European situation is that of not having transportable 
wealth. They cannot ship their houses or lands or industrial works, 
their coal mines or forests or railways across the ocean, but they 
can send us securities based on these properties and pledging the 
income from them. 

Now we have an interest in this situation on the business 
side. The industrial activity which has prevailed over this country 
this year has been largely due to the foreign demand for our 
products. Since the United States entered the war in 1917 the 
United States government has lent nearly $10,000,000,000 to for- 
eign governments, nearly all of which has been expended in this 
country for the products of the soil and shops. It has made 
$2,000,000,000 of such loans since the armistice was signed. Our 
productive capacity has been expanded under this demand. In 
farm products the best authorities say that we have a surplus 
which, together with that of other exporting countries, is suffi- 
cient to meet the needs of Europe. 

I know that some people argue that it would be better to 
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have our exports fall off, for then prices would fall, but there is 
another side to that. If we lose rapidly not only our export 
business but one-fourth or one-half the buying power of the farm- 
ing districts of this country, what will be the effect upon our in- 
dustries generally. 

I want to see prices come down, but I think the best way 
of accomplishing it is by getting people back to work all over the 
world and increasing production. That will be a gradual process, 
and industry will adjust itself to it in all branches together and 
it will be a return to normal conditions. It isn’t going to reduce 
the price of cotton cloth anywhere to keep the cotton mills of 
Europe idle. The price of sugar is not going to come down until 
the sugar-producing industry of Europe is revived. We want 
to see the cost of living lowered by reason of an abundance of 
the necessaries of life for all people, rather than by a glut of 
products in this country while people are starving elsewhere. We 
can never get back to normal conditions in the market until normal 
production is restored. 

There are two views to take of this situation. First, with 
consideration for our obligation as the richest and most powerful 
nation in the world, to come forward in this emergency and do 
our part to re-establish industry and order in Europe. And then 
there is the consideration from a business standpoint, having 
regard for our position as a creditor nation. It is a new position 
for us, but it involves certain obligations and responsibilities. A 
nation can no more hold a creditor position and not recognize 
those obligations than a bank can hold its deposits and recognize 
no obligation to make loans. What would you say of a rich man 
who in time of public calamity refused to use his wealth in any 
way, even for business purposes, for the relief of the situation? 
If we aspire to high position in international affairs, to leader- 
ship in world finance, we must have the vision and courage and 
public spirit to play the part. 

We have come into this situation suddenly, as the result of 
the war. Great Britain and Germany grew into their great foreign 
trade gradually as the result of their foreign investments. We 
are confronted now with the questions: “Can we rise promptly 
to an appreciation of the situation? Can we develop a body of 
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foreign investors? Are we willing to lend and lend and lend con- 
tinually to support and develop our foreign trade? Will our in- 
vestment market take up the offerings that will have to be made 
here in order to hold the exchange situation level ? 

The fact is that we have brought our industries to such a 
stage of development, and developed our wealth so far beyond that 
of other countries, that in the very nature of things it is now to 
our interest to be a lending nation to help to bring forward the 
backward nations. 

There is a morality in the economic law, or, to put it differ- 
ently, the economic law and the moral law are one. The funda- 
mentals of universal law are never in conflict with each other. 
What is our duty to do it is also our interest to do. 

There is an obligation upon us to assist in restoring industrial 
order in the devastated countries of Europe, to put these people 
back into their homes and workshops, to supply them with the 
means of becoming self-supporting and prosperous again; and it 
is to our interest to do so, because it will furnish employment 
to our industries. 

Some people speak hopelessly about our ever recovering the 
amount of our loans to Europe. I do not feel so at all, but I 
think it is to our interest not to attempt to collect either principal 
or interest for some years to come. If the foreign governments 
were to attempt, under any such conditions as exist at present, 
to gather up exchange to pay the interest, it would send American 
exchange to a still higher premium and cut off our exports. 

On the other hand, there are a few people who say that we 
ought to forgive and cancel the obligations which the United 
States government holds; but I do not think there is any occasion 
to do that. What we ought to do is to add the interest to the 
principal until these countries have recovered from the war, and 
lend them what further help we can to restore and increase their 
productive capacity. If we do that these debts will be of con- 
stantly diminishing importance. If development in industry is 
as great in the next thirty years as it was in the last thirty, these 
debts will be of relatively small importance. 

The indebtedness of England at the close of the war with 
Napoleon was greater in proportion to the wealth of the country 
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than her indebtedness of to-day, and she never did pay off that 
old debt, but by the development of steam power, by the improve- 
ments of her industries, she so increased her productive capacity 
that she was able to supply capital in the form of equipment for 
the building of railroads in America and for opening up other 
parts of the world, with the result that she opened up great mar- 
kets and at the same time secured cheaper food for her people, 
and created the greatest era of prosperity ever known to England. 

And so I expect these debts to be paid, not by grinding the 
people, not by taxation that will lower their productive powers, 
but by increasing the productive capacities of the people. They 
will be paid by the same kind of development that has been 
characteristic of industry in the last forty years. 

I believe that before many years it will be possible to refund 
all these foreign debts in the open American market, so that they 
will be held by individual investors of all nations, and no longer 
be a matter of public concern. , 

I have made these remarks without reference to any movement 
now pending to provide credits. I am sorry to say that at the 
moment no organized movement is under way. Early in the 
summer a movement was started by New York and Chicago 
bankers to form a nation-wide organization for this purpose, but 
it soon developed that the reasons for the movement were not 
understood and that the motives behind it were questioned. It 
could not possibly be a success under such conditions, and so it 
has been held up. The feeling among bankers has been that the 
administration at Washington should take the lead, at least in im- 
pressing upon the country the fact that it is a matter of national 
concern. There is no doubt that the officers of the governmert 
recognize the importance of providing credits for Europe, but 
the situation at Washington has been complex and not favorable 
for action. 

It is not desirable that the government should continue to 
make foreign loans. It would have to offer its own obligations 
on the market to provide the means, and it would not want to 
sell its bonds at rates above those carried by the issues outstanding. 
The public cannot be expected to lend to Europe upon that basis. 
The rate should not be excessive, but it should be fair to lenders 
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in view of present conditions. The important thing to Europe 
is to have the credits provided. 


THE EpceE BILL 


The Edge bill, which is now pending, will authorize the estab- 
lishment of banking corporations with a capital of $2,000,000 or 
more, which may issue debentures against foreign obligations in 
their hands. If the bill becomes a law such corporations may be 
organized in numerous localities to raise capital to finance the 
trade of those localities, or they may be organized by different lines 
of industry to finance their exports. The measure undoubtedly 
provides the means by which much foreign financing may be done. 
The only question about it is whether such division of efforts will 
accomplish as large results as a concentration of effort upon the 
sale of one security in all parts of the country. 

All who understand the conditions upon which credits must 
be granted realize that they must run longer than the term of 
ordinary commercial credits, and that therefore they cannot be 
carried by the commercial banks or the federal reserve banks. The 
commercial banks are under obligations to keep themselves liquid 
to meet the current commercial demands upon them. The federal 
reserve banks have no authority under the law to extend such 
credits, which confessedly are not self-liquidating. They must 
be placed in the hands of investors who will take them and pay for 
them out of savings. 

The most serious feature of the situation is in the condition 
of the investment market in this country. It is overloaded with 
offerings; our own government bonds are lower than during 
the war; and the entire security list is at a level which shows a 
want of buying power. The foreign government issues that have 
been brought out here since the armistice are all selling below the 
level at which they were issued. The taxation upon business 
profits is so heavy that purchasing power in that quarter is im- 
paired, while the hopes of a new army of bond-buyers, which 
were raised during the war, seem to have vanished in the wild 
carnival of spending which has been raging since the armistice was 
signed. In the face of a world situation which calls for the 
most strenuous efforts to increase production and the most resolute 
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personal economy to help make good the inevitable shortage, we 
have a general relaxation of effort either to produce or to save, due, 
we must believe, to failure to appreciate the gravity of the situation. 
Our people say that they have no money to put into foreign securi- 
ties, but if our foreign trades cease abruptly the people may then 
discover that they might have bought the foreign securities and 
by sustaining our export trade have had more money for other 
uses and have preserved better social conditions at home while 
rendering help that was vital to Europe. 
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Some Current Valuation Accounts 
By W. A. Paton 


Among questionable accounting procedures and usages are 
certain practices in the treatment of two kinds of discounts: (1) 
cash discounts, and (2) those discounts on promissory notes 
which are sometimes labeled “prepaid interest.” The writer be- 
lieves that cash discounts are simply current valuation charges 
and credits, as the case may be, and that, accordingly, the location 
of such items in the income-sheet, which seems to be approved 
by the majority of accountants, is not correct. Likewise un- 
accrued discounts on notes payable and other obligations are 
valuation items and should be handled as such. In fact prepaid 
interest in any proper sense of the term does not exist. These 
cases are not at all closely related, but for convenience both 
topics are discussed in this paper. 


Casu DISCOUNTS 


Much has already been written concerning the underlying 
significance of cash discounts and the treatment of such items 
in the accounts and statements. Perhaps no other minor account- 
ting problem has aroused as much discussion as this. Several in- 
genious methods of accounting for purchases and sales and dis- 
counts thereon, designed to illuminate essential aspects of these 
transactions, have been advocated. It has been pointed out that 
there are various phases of discounts in which the management 
may be interested, such as discounts offered, discounts taken, 
discounts neglected and (at the end of an accounting period) 
discounts applicable to both accounts payable and accounts re- 
ceivable outstanding and the prospective utilization thereof; and 
there has been considerable controversy as to the relative merits 
of the various schemes for presenting this information. It is not 
intended here to go over this ground or to elaborate still another 
system of accounting for discounts. The writer wishes, however, 
to discuss briefly the principal theoretic question involved, which 
seems to be still unsettled, viz.: Are discounts on sales deductions 
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from nominal revenue figures or positive expense or loss items, 
and, analogously, are purchase discounts deductions from nom- 
inal and otherwise overstated costs or positive additions to 
income ? 

It is recognized, of course, that from whichever standpoint 
this question is answered the effect upon net revenue is the same 
and that, consequently, the problem is not one of first importance. 
But an accounting view or practice can not be approved merely 
because it does not disturb the integrity of the net revenue figure. 
Gross revenue and cost of goods sold and total expense figures 
are significant amounts, particularly in the construction of the 
income-sheet, and the question as to whether an item should be 
added to one category or should be subtracted from the other is 
accordingly not merely a matter of tweedledum and tweedledee. 

Let us consider first discounts on sales. Such discounts arise 
from the vendor’s practice of billing goods with alternative terms 
of settlement allowed. ‘The vendor usually records the trans- 
action on his books when the goods are shipped. But’it is not 
known certainly in advance on which basis the customer will 
make -payment—he may settle promptly and take the discount 
offered, or he may postpone payment and neglect the discount. 
In view of this situation how should the original sale be recorded 
on the vendor’s books? In theory it would seem to be as reason- 
able to use either of the alternatives as the other as a basis for 
the entries, because the amount which will finally be paid cannot 
be determined in advance. It would be conservative practice in 
these circumstances, however, to charge the customer and credit 
sales with the smaller of the possible amounts; and, as has been 
pointed out by several writers, it would be quite feasible to use 
the discounted price in making the original entries. As a matter 
of fact it is nearly universal practice to record the gross amount. 
And this procedure, while not strictly in line with that conserva- 
tism so much advocated by accountants, is nevertheless entirely 
reasonable and perhaps the more convenient. The amount stated 
in the invoice and other documents accompanying the transaction 
is usually the gross figure; and if legal proceedings should ensue 
the gross or face of the account would normally constitute the 
basis of the vendor’s claim. 
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This practice of charging the customer and crediting sales 
with the gross rather than the discounted amount of the sale 
is only one phase of a general practice which is characteristic of 
modern accounting. The scheme of separating pluses and 
minuses with the device of parallel-column accounts, which per- 
mits the bookkeeper to add to the opposite side in any case rather 
than to make actual subtractions, has been carried far in current 
accounting methods. Not only is an individual account divided 
into opposing columns, but in many cases a parent account is 
divided into two or more sections, each of which rates as an 
independent account. Thus we have the so-called valuation or 
offset account, which is simply a subsidiary account designed to 
show, in temporarily suspended form, certain special deductions 
from some main heading. Securities issued, for example, are 
commonly credited in the accounts at face or par amounts, and 
the difference between such nominal sum and the actual value of 
the equity in any case is (or should be) charged to some discount 
account. Similarly, fixed assets are carried at original costs, and 
accrued expirations are registered by credits to appropriate re- 
serves. Further, sales and purchases are entered in gross, and 
special deductions and adjustments arising because of discounts, 
returns, rebates, allowances, etc., are charged or credited, as the 
case may be, to special accounts. The use of valuation accounts 
permeates the whole system of modern accounts. It may be 
said that in general original, gross, par and face values are set 
up in distinct accounts, and all discounts, reserves and other off- 
sets are entered in entirely separate accounts. Some of these 
valuation accounts apply to fixed asset and equity items and are 
retained in the balance-sheet. Others relate to current assets and 
liabilities and disposition is made of them through the income 
statement. The bookkeeping principle involved is the same in 
both cases, however. 

This widespread use of valuation accounts is entirely legiti- 
mate in that it serves to emphasize certain phases of special 
transactions for detail statistical purposes. The practice has its 
unfortunate side, on the other hand, in view of the fact that such 
accounts are commonly misinterpreted by both bookkeepers and 
laymen and are often improperly placed in the summary financial 


337 








The Journal of Accountancy 


statements. For example, reserves for accrued depreciation are 
still frequently shown in the balance-sheet grouped with true 
surplus balances; discounts on stocks and bonds outstanding are 
usually listed among the assets instead of being handled in con- 
junction with the accounts to which they relate; the reserve for 
doubtful accounts is seldom shown as a deduction from outstand- 
ing receivables. 

It is true that it is now usually conceded or even urged by 
accountants that a genuine offset account should be shown as a 
deduction in the balance-sheet under the proper heading instead 
of being allowed to inflate the total of the opposite side of the 
statement. The accountant often does not appear to recognize, 
however, that the same problem arises in regard to the income- 
sheet, that there are many current valuation items which relate 
to expense and revenue accounts, and that it is as important that 
these items be correctly interpreted in the construction of the 
income statement as it is that the more permanent offset items be 
properly handled in the balance-sheet. Cash discounts belong 
essentially to this class of valuation items. 

As stated above, when a shipment is made sales are credited 
with the gross amount and the customers’ ledger is charged. 
Later, if the customer pays only the net price, in accordance with 
the privilege extended to him, the difference is charged to a 
special account, discounts on sales. What is the significance of 
this charge? According to the view here adopted this allow- 
ance is not an expense or a loss but simply an offset to an over- 
stated gross revenue figure. In other words the amount of the 
credit to sales in excess of the net price is purely tentative, the 
gross figure being used for convenience, and when the customer 
accepts the discount the effective revenue involved in the trans- 
action is disclosed and the nominal excess should be written off. 
Except in so far as it is desirable for managerial purposes to iso- 
late temporarily the amount of discounts accepted by customers 
in a given period, it would be entirely proper accounting to 
charge such amounts directly against the gross sales. And in 
the periodic closing of accounts the most rational procedure is 
to close the discount on sales account directly into sales. Dis- 
count on sales is really a subsidiary section of the sales account, 
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in which are segregated for a time special offsets to nominal 
gross revenue figures. The relation between the two accounts 
(assuming a sale of $500, gross, with a discount of two per cent 
offered and taken) can be suggested graphically, thus: 


Sales 





$500 


Discounts on 
sales 


$10 








The treatment of sales discounts as an expense, cost or loss 
is the result of careless reasoning. Strictly speaking expense for 
a given period is the cost (from the standpoint of the particular 
enterprise) of producing the particular quantum of revenue aris- 
ing within the period. (For various reasons this ideal expense 
can not, of course, be exactly determined except in very simple 
situations.) In other words, expense ideally measures the expira- 
tion in the values of all the manifold commodities and services 
necessary to the creation of this revenue. In what sense, one may 
ask, is a discount on sales a cost of producing revenue? The 
consumption in production of what commodity or service does 
such an item measure? 

The view that sales discounts are simply offsets to overstated 
revenue conforms to the common-sense of the case. The vendor 
simply has two sets of prices: one charge is made to all those who 
pay promptly; a somewhat higher price is required from those 
who are slow to pay. But the merchant would certainly be glad 
to make all sales on the cash basis; there is no loss involved for 
him when a customer accepts a discount and thereby takes ad- 
vantage of the cash price. Further, if a discount on sales is a cost 
or expense we are forced to the conclusion that sales for which 
the customer pays promptly and takes the proffered discount 
are more expensive for the vendor than sales to customers who 
postpone payment and neglect the allowance. As a matter of fact 
the accounting costs are the same in both cases, but the true eco- 
nomic cost from the standpoint of the community is greater in 
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the case of goods sold to slow-pay customers because of the in- 
creased capital thereby required by the producer and the aug- 
mented risk attaching to such sales. It is because of these factors 
of increased capital and greater risk that the vendor requires 
a higher price when payment is slow. 

All standard rebates and allowances on sales are closely allied 
to cash discounts. Such items are not expenses, but are deduc- 
tions from nominal revenues; and their character is not altered 
by the fact that instead of being entered directly in the sales 
account as charges they are set up in special offset accounts. 

Returned goods give rise to a somewhat similar situation. 
When a customer returns a shipment which is unsatisfactory for 
any reason, it is customary to charge sales returns account and 
credit the customer. (Entries recognizing the value of the goods 
returned and the reduction in cost of goods sold arising thereby 
may also be made, of course.) The sales returns account then 
constitutes a valuation account, measuring the reduction in rev- 
enue—not an addition to expense—from this cause. 

Where allowances are made for goods damaged in packing 
or in transit, or where goods are returned because of errors in 
selection or careless handling on the part of the vendor’s em- 
ployees, additional costs may, of course, be involved. But the 
sales returns account would not in any sense measure these costs. 
The added labor cost would be shown in the payroll, the additional 
transportation expenses in the freight account, the deterioration 
of merchandise through the inventories, etc. Ordinary account- 
ing procedures in fact would not isolate the true direct or indirect 
costs of such happenings, however desirable such segregation 
might be. Certainly the sales returns and allowances accounts 
would in any case represent merely deductions from what would 
otherwise be overstated revenues. 

One further item might be mentioned: the charge to expense 
on account of estimated worthless accounts. Such a charge is 
also more exactly defined as a direct deduction from revenue than 
as a cost of production. True it is that from the standpoint of 
the community such losses are economic costs; and unquestion- 
ably commodities in general are higher because of the fact that 
not a few consumers do not pay for what they get. Still it should 
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be recognized that the depreciation of accounts receivable is quite 
different from the depreciation of the machinery used in produc- 
tion. Receivables are not assets which are used to produce rev- 
enues and are thereby consumed. The allowance for worthless 
accounts reduces revenues but does not add to the cost of goods 
sold. The true cost for the accountant consists of all merchandise 
costs, plus labor, advertising, fuel, supplies, etc., etc. But the 
amount of one’s supposed revenues which one fails to collect is 
quite distinct from the value of commodities and services con- 
sumed in production. Such amounts are strictly speaking offsets 
to sales and not additions to cost. 

According to the suggestions made above the first section in 
the income-sheet should be devoted to adjustments of sales. Sup- 
pose, for example, that a company during the first month of op- 
eration sells goods with a gross billing value of $450,000, gives 
cash discounts amounting to $6,000, credits customers on account 
of returns with $1,500, allows special rebates amounting to $2,000, 
and that the estimated loss because of bad accounts is $7,500, the 
income statement should then begin as follows: 


en GOD sions ab 0 0666s 005 40 6h.00 005 0ss0enguhertenaaeeele $450,000.00 
Less: 
Cash discounts allowed........- $6,000.00 
POE a. wakdat ci cdeaen cera kes 1,500.00 
re 2,000.00 
Estimated worthless accounts... 7,500.00 
TE GRINS no oo csaatsinds dense 17,000.00 
SRN GUNG bibs nbc oe ecb biib0dstidncokdbaneasd esaeweaieene $433,000.00 


In closing the accounts and preparing statements it would 
not, of course, be strictly accurate in the normal case to deduct 
from sales simply the discounts accepted by customers during the 
period. Some of these discounts will naturally apply to sales 
made in the preceding period. Further, total discounts offered 
could not be taken as the proper deduction, as some of these dis- 
counts may never be accepted. In other words it would be im- 
possible to determine exactly the final adjusted sales figures until 
after the period in question was closed. In these circumstances 
the most scientific procedure would be to estimate the percentage 
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of the total discounts proffered on sales within the period which 
the customers will accept and to use the amount thus determined 
as the offset to sales for the period on account of cash discounts. 
This procedure would be no more difficult or inexact than the 
accepted practice of estimating the allowance for bad accounts 
as a certain percentage of the credit sales during the period. 

Thus, in the case shown above, if the total discounts offered 
during the month totaled $8,000, and it is estimated by the man- 
agement that, in addition to the discounts of $6,000 already taken, 
customers will accept $1,500 of the outstanding possible discounts, 
the correct deduction from sales for the month will be $7,500. 
To give effect to this estimate in the accounts at the time of clos- 
ing the following entries might be made: 

ND CUCU Son ine ds awds emmaiens $1,500.00 
Allowance for outstanding discounts............ $1,500.00 

By these entries the proper correction on account of discounts 
offered would be made in both income-sheet and balance-sheet. 
In the income-sheet, discounts on sales would be handled as a 
valuation account offsetting sales to the amount of $7,500. In 
the balance-sheet the allowance for outstanding discounts would 
constitute a valuation item which should be treated as an offset 
to the face of the outstanding customers’ accounts. 

When the accounts involved are settled during the succeeding 
period the correct amount of discount is, of course, determined. 
Suppose in this case that of the $2,000 of possible discounts ap- 
plying to sales for the preceding period, the amount of $1,400 
is accepted by customers. This amount would be charged to the 
allowance for outstanding discounts and would be credited to the 
customers’ ledger. The balance remaining in the allowance ac- 
count could then be treated as a profit and loss item, or, if 
the amount were small, it could be left in the allowance account 
in the same manner as a small balance in the allowance for worth- 
less accounts is in practice allowed to remain in that account. 

In cases where experience has shown that the amount of dis- 
counts actually accepted in a given period is a reasonably accurate 
measure of the proper sales adjustment, it would be inadvisable, 
of course, to carry out the more refined analysis illustrated above. 
But when monthly statements, for example, are desired, and 
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when sales fluctuate noticeably from period to period, cash dis- 
counts taken within a particular period cannot be considered a 
proper gauge of the true deduction from sales on this account 
during the period. 

Let us now consider briefly the case of purchases discounts— 
cash discounts from the standpoint of the vendee. Even those 
who might be inclined to agree with the above suggestions in 
regard to sales discounts would probably not admit that a corre- 
sponding treatment of purchases discounts could be approved. 
The consensus of opinion in the accounting profession seems 
to be that these discounts are a financial gain, an item of income 
somewhat analogous to interest earned; and in conformity with 
this view purchases discounts are commonly treated in the income- 
sheet as a miscellaneous earning. 

It is the opinion of the writer that this view is not strictly 
correct. Purchases discounts are just as emphatically a deduction 
from nominal costs as sales discounts are a subtraction from what 
would otherwise be overstated gross revenue. Cash discounts 
from the standpoint of the vendee again are in essentially 
the same category as other rebates, allowances and returns, what- 
ever the reason therefor. From the viewpoint of accounting all 
such credits should be considered as current valuation items, 
offsetting nominal gross costs. It is true, of course, that it is a 
distinct advantage to a concern to have sufficient funds to be 
able to pay its bills promptly and secure thereby discounts rang- 
ing from fifteen to eighty per cent per annum (a far cry from 
any reasonable interest rate, as has often been pointed out) ; but 
an advantageous operating condition should not be confused 
with a positive item of income. It is, in fact, the old story of a 
confusion of economic principles and practical accounting pro- 
cedures. The use of capital funds involves in general an eco- 
nomic cost for the user and a gain for the capitalist who furnishes 
these funds. But from the accounting standpoint it is entirely 
unreasonable to consider the services of the owner as a cost on 
the books of the owner. The accountant attempts to present 
business statistics from the viewpoint of the owners in a partic- 
ular enterprise, not from that of the business community as a 
whole. For the particular owner, cost means the cost of pur- 
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chased commodities and services; and earnings (resulting from 
all the economic functions performed by the owner) are shown 
as a residuum when this cost is charged to revenues. Thus the 
charging of interest on investment as a manufacturing cost and 
similar practices have very properly received little endorsement 
from accountants. And to consider cash discounts on purchases 
an earning is a similar error. To charge interest on investment 
to costs and credit income is analogous to the practice which 
permits goods purchased to pass into costs at an inflated price, 
while the credit which should have been closed against these 
nominal costs is carried to the income-sheet as a real earning. 

The fallacy of treating purchases discounts as an item of 
income can be shown forcefully by a rather extreme illustration. 

Suppose a firm, beginning business on the first day of July, 
buys raw materials with a gross invoice price of $400,000 between 
July 1 and July 20. On all these goods a two per cent discount 
is to be allowed by the vendors if payment be made within ten 
days. Being in a strong cash position the firm pays all invoices 
arising prior to the twentieth during July, or, in other words, 
accepts cash discounts to the amount of $8,000. We will suppose, 
however, that, although manufacturing operations are begun, 
no sales whatever are made during the month. 

Now it seems clear that, having made no sales, the firm has 
made no profits during July; no income whatever has been real- 
ized. But there is a credit balance of $8,000 in the purchases 
discounts account and purchases discounts are said to constitute 
an earning! The absurdity of calling such an offset item income 
becomes apparent in this case. The real fact is that the firm has 
purchased goods with an actual cost of $392,000. The discount 
accepted is merely a suspended credit to the purchases account, the 
discount account being an adjunct of this account. There is no 
income as yet. If discounts in such a case are not an earning, 
the mere fact that some sales had been made would not make 
them such. 

The relation between the purchases and purchase discounts 
accounts in this case can be suggested graphically, thus: 
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Purchases 





$400,000 


Purchases discounts 


$8,000 





The two accounts taken together show the actual net cost 
of materials, $392,000. 

As in the case of sales discounts the correct adjustment for 
income-sheet purposes would not usually be the purchases dis- 
counts taken during a given period. The proper credit to pur- 
chases would be the sum of discounts taken applicable to the goods 
involved and discounts which will be taken. This sum could 
only be determined by estimating the amount of outstanding 
possible discounts which will probably be accepted. 

A simple illustration will serve to show how this might be 
worked out. During his first month’s business a retailer buys 
goods with a gross cost of $5,000. He accepts discounts during 
the period to the amount of $50. At the end of the month pos- 
sible discounts outstanding total $50. The proprietor expects 
later to accept all these proffered discounts and closes his accounts 
for the month on that basis. The inventory at the end of the 
month, using net prices, is $980. To recognize the additional dis- 
counts to be taken the following entries might be made: 


rere $50.00 
Pe BRIS ia. g. ose 66:60 5400 s04ecwae ceceemeeens $50.00 


The effect of these entries is to show the sum of discounts 
taken and to be taken, applicable to purchases for the period, in 
the purchases discounts account and to set up a suspended offset 
to accounts payable. The discounts-to-be-taken balance should 
be used in the balance-sheet as a tentative deduction from the 
face of the outstanding creditors’ accounts. In this way the 
probable effective liability would be shown. Purchases discounts 
should be closed into purchases; and in the income-sheet cost of 
goods sold would be computed and exhibited as follows: 
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Purchases—at gross prices................ $5,000 
Less purchases discounts............. 100 
$4,900 
Inventory—at gross prices................ $1,000 
Less discounts to be taken applicable. .. 20 
980 
IIS CLE AS Pe ey TO $3,920 


In the succeeding period discounts taken which were out- 
standing at the end of this period would be credited to discounts- 
to-be-taken account. 

In many cases it doubtless would not be feasible to carry out 
the analysis suggested above in regard to prospective discounts. 
Certainly it is not intended to suggest that it would be desirable 
to make adjustments in the detail material records. If it is more 
convenient to use gross rather than net prices in taking inventories 
and in handling cost accounts, there is no serious objection to this 
practice. The necessary adjustments can be made in summary 
form through the controlling accounts and in the income-sheet. 
In taking inventories for federal tax purposes the taxpayer is 
permitted to deduct cash discounts or not as he prefers. The 
particular circumstances of each situation should dictate the de- 
gree to which refinement in such matters can reasonably be car- 
ried. The point which it is desired to emphasize is that, however 
the purchases discounts applicable to a particular case be com- 
puted, the amount should always be handled as a reduction of 
costs and not as an earning. 


“PREPAID INTEREST” 


The expression “prepaid interest” or “interest paid in advance” 
is still common in accounting phraseology, and such interest is 
often included in the balance-sheet as an asset, grouped with 
bona fide asset items such as unexpired insurance.* This is care- 
less usage and practice. Prepaid interest in any proper sense of 
the term does not and in the very nature of the case cannot exist. 
Unaccumulated discount, whether applying to short term promis- 





* See, for examples of this view, Hatfield, Modern Accounting, pp. 118-119; Cox, 
Classified C. P. A. Problems and Solutions—1915, p. 287. 
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sory notes arising in commercial transactions or to long term 
notes, bonds and other securities, can never be considered an 
asset from any reasonable point of view. Such discounts are 
valuation items, offsetting the par or face value of the outstanding 
obligation in any case to the extent to which this par or face 
is not yet the effective liability. The discount account in the case 
of notes payable, for example, is really a section of the notes 
payable account, showing a suspended charge to the face of the 
notes. The two accounts, taken together, show the effective lia- 
bility. 

For an illustration let us assume that A is in need of funds 
and, expecting to be hampered by lack of cash for some time, 
offers a two-year, $10,000, non-interest bearing note. B, a local 
capitalist, agrees to furnish $8,899.96 for such a note; and the 
transaction is consummated. This gives a 6% basis, interest con- 
vertible annually. The entries on the maker’s books recognizing 
this occurrence could be set up as follows: 


ee ee ee $8,899.96 
Discount on notes payable........... 1,100.04 
DPN ND 65 5 Koscaccncccctussnedesasens $10,000.00 


The discount on notes payable is not an asset but purely an 
offset item at this moment of time. It measures the difference 
between the cash received and the amount to which the liability 
will accrue by the end of the two-year period. A has borrowed 
only $8,899.96. At the end of two years he will return this 
principal plus $1,100.04 in interest, or a total of $10,000. He ad- 
vances nothing. He receives a certain sum and later returns this 
sum and an interest increment; but he does not forward a single 
dollar of interest. Nor would it have been possible for A to 
have prepaid any interest. Had A paid B anything when the loan 
was made—a peculiar procedure indeed—this would simply have 
altered the amount of true principal involved. Suppose, for ex- 
ample, that as soon as the above loan was effected A had handed 
B $50. This could not have been viewed as an interest prepay- 
ment. Instead A would then have received net only $8,849.96; 
and this would have meant—if the other terms had remained un- 
that A, in finally paying B $10,000, would be returning 
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the principal plus $1,150.04 in interest. In other words, prepaid 
interest, in the sense of advances for services to be furnished in 
the future, cannot exist. 

As stated above, the discount item is an offset to a liability 
which for the time being is in part nominal. It is a suspended 
debit to the notes payable account. 

Now it may be objected to this view that the true liability is 
$10,000, and that therefore there can be no offset to this amount ; 
and there is, of course, a sense in which this is true. The legal 
liability is the face of the note and in the case of insolvency this 
face amount would constitute the creditor’s claim. But this is 
not the whole story, and it is doubtful if it should be the control- 
ling consideration. In the first place the creditor might not actually 
receive the full amount in liquidation proceedings. The amount 
received in such an event would depend upon the amount of assets 
available and the character and amount of the other claims in- 
volved ; and undoubtedly a court, in rating the various liabilities, 
would take unaccumulated discount into consideration. Further, 
general accounting practices must not be based entirely or even 
largely upon the conditions of bankruptcy. The typical case is 
the going concern—and to such a going concern the face of the 
note in such an instance is not the effective liability. A does not 
owe B $10,000 now. This figure becomes the true liability two 
years from the date of the loan. The assets received are valued 
on the basis of present values; the liability is entered in gross, 
an amount due in the future; hence the need for an offset or val- 
uation account. 

The net accounting liability equals simply the amount of funds 
received. This is true in more than a formal bookkeeping sense. 
A could doubtless shift this liability to a third party on essentially 
the basis of the net amount. That is, he could probably induce C 
to assume the note by paying him the amount of its present net 
value. Further, such a note might be made out as payable on or 
before the final due date; and in such a case there would assuredly 
be the further provision that the amount of the unaccumulated dis- 
count could be deducted from the face in making such payment. 

The discount in such a case, of course, is not a constant valua- 
tion item such as discount on capital stock, which remains on the 
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books until written off against profits—it is an item which steadily 
diminishes. Discount measures the difference between principal 
and total future payments and represents the interest which will 
be paid (not which has been paid) during the entire life of the 
instrument involved. The discount “accumulates,” it is said; in 
other words interest accrues and being unpaid this means that the 
net liability increases. If A in the above case, for example, closes 
his books one year after borrowing from B, these entries should 
be made to show the interest accrual: 


OE 2.6 scndneresnsocnbathdsanedsatmacell $534 
Discount on notes payable................0006. $534 


This procedure would charge revenue with the proper interest 
accrual (interest on the principal, $8,899.96, for one year at six 
per cent) and would correct the statement of liability. B lent A 
$8,899.96 at the outset. Since A has not paid the year’s interest, 
$534, B is in effect now making an additional loan of that amount. 

If it were true that discounts in such cases constituted actual 
assets, this would mean that the funds and other properties secured 
by the borrower in all circumstances would equal at least the face 
of the outstanding obligations. It would mean, for example, that 
a firm borrowing $1,000 in cash on a $1,000 six per cent note, 
receives no more in assets therefor than a concern borrowing 
$800 on a four-year, non-interest bearing note for $1,000. But 
this, in a sense, denies the very existence of discounts and is evi- 
dently absurd. 

It would not be unreasonable accounting to show the net 
liability directly on the books, without the use of an offset ac- 
count. Thus in the case above, the entries on A’s books might be: 


ote. occ nk cenesheences eueeaeennes $8,899.96 
Mates gupalille ......o.0ccccccccscesosnsadaens $8,899.96 


The recognition of interest accrual would then be accom- 
plished by credits directly in the notes payable account. This 
method would in fact show the realities of the case more clearly 
than the other. In such a case, however, it would be desirable to 
append a note to the balance-sheet stating the face of the note. 

A final consideration should be noted: the effect of these 
discount transactions on the books of the lender. What is the 
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note in the above case worth to B? If the discount were an asset 
to A this would mean that the same amount would immediately 
be a revenue to B—in other words that the following entries on 
B’s books would be justified: 


I i 5.3. 9:5:5 sc1na a Pein eal $10,000.00 
See ER ye yaaa ie aes ie, eee CE $8,809.96 
i ss canad Ouaas eons soues 1,100.04 


But it should be perfectly clear that B as yet has earned noth- 
ing. No interest in his favor has accrued. The note is not worth 
$10,000. If B were to assign or sell the note immediately he would 
not receive—nor expect to receive more than approximately 
the amount he had invested, $8,899.96. The correct procedure 
in regard to entries on B’s books, accordingly, would be to charge 
notes receivable with only $8,899.96, the present value of A’s 
note, or to charge notes receivable with $10,000 and credit a valua- 
tion account, discount on notes receivable, with the difference. 

Summing up, it may be said that a firm can borrow money, but 
it cannot purchase the services of capital and pay therefor in 
advance. The purchase of insurance service represents a genuine 
exchange of assets; but any consideration advanced by the bor- 
rower of funds to the lender would simply serve to reduce the net 
amount of the loan. In the case of discount nothing whatever is 
so advanced. Discount measures an amount of future interest,.* 
the interest which has not yet been paid but will be paid to the 
lender, together with the principal, in a lump sum. 








*The rate of interest involved may, of course, be affected somewhat by the 
discounting process. Interest as used here does not mean pure economic interest, but 
simply the difference between true principal and total payments. 
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Taxable Income and Profit and Loss 
By Joun W. Ropserts 


Among the vicissitudes of modern business is the necessity of 
restating the operations of the year for purposes of the income-tax 
return. The items of income and deductions required on the return 
follow the terms of the law, which were not adapted to fit the ac- 
counting of any particular concern or industry, but of necessity 
had to be so general as to apply to all industry. The result is that 
nearly every corporation, after closing its books in accordance 
with an accounting system developed for commercial purposes to 
suit its particular needs, finds itself obliged completely to over- 
haul its profit and loss account and all that entered into it. 

Many highly developed cost systems include a programme of 
numerous closing entries whereby expenses of a specific nature 
are distributed to other expense accounts, which in turn are dis- 
tributed to still other accounts, until the nature of the expenditures 
in such terms as are recognized as allowable deductions in the 
income-tax law are lost to sight and the profit and loss account may 
show little more on one side than profits by departments and on 
the other side dividends and income taxes paid. The systems range 
all the way from this to that in which every detailed class of ex- 
penditure is carried in an account by itself and closed direct to the 
profit and loss account. 

Seldom does the profit and loss account itself present the items 
required by the income-tax form. Repairs are quite likely to be 
found imbedded in manufacturing overhead. Taxes may be dis- 
tributed in such a way that part has been included in manufactur- 
ing overhead and part in general expense. Interest received and 
interest paid are frequently merged in one account. In 1917, due 
to the limitation on interest paid and the consequent effect on in- 
vested capital, the segregation of interest paid in many cases had 
a radical effect on the amount of the tax. Depreciation is often, 
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and properly, included in manufacturing overhead: and yet it must 
be segregated and shown separately on the return. 

To restate the profit and loss in terms of the items required 
in the return is often a laborious undertaking, and, unless all the 
papers in the matter are clear, it may be difficult to prove the 
accuracy of the resulting statement when a revenue agent comes to 
audit it. The object of this article is to suggest means of reduc- 
ing the labor and clarifying the record. The following procedure 
is suggested : 

Prepare an analysis of each account that enters directly or 
indirectly into profit and loss or surplus and contains or may con- 
tain more than one kind of income or expense as classified on the 
form for income-tax return. In these analyses all transfers be- 
tween nominal accounts should be clearly stated, so that they can 
be indexed from one analysis to another by letters. The debits 
and credits should exactly offset each other. There then remain 
only simple, direct debits and credits covering specific kinds of ex- 
pense and income. These remaining debits and credits in the 
entire set of analyses give a complete detailed statement, though 
lacking arrangement, of the increase in surplus for the year. 

The next step is to index them numerically to the lines of sched- 
ule A of the return in which they should be included. There will 
be some items that find no place in schedule A. These unin- 
dexed items such as income-tax paid, dividends paid, exempt in- 
come, etc., will constitute the reconcilement between the taxable 
net income and the increase in surplus as shown by the balance- 
sheets. 

A simple example of this method illustrating its application 
may make it clearer than many pages of description. Below are 
given a set of such analyses. 


Surplus account, analysis A. Debits Credits Index 
Balance at beginning of the year....... $125,000 _ 
Dividends paid ..........ccccesceceees $ 25,000 — 
Profit and loss for the year............ 60,000 B 
Balance at end of the year............ 160,000 — 





$185,000 $185,000 
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Profit and loss, analysis B. Debits Credits 
Profit on sale of investments.......... $ 1,000 
Sales, less returns and allowances...... 473,000 
pT Se ee ree eee $360,000 
OP PT 34,700 
Reserve for income tax................ 18,000 
ES en eT ee ee eey ee 500 
Bad debts written off................. 800 
NOPE EE eee 

$474,000 $474,000 
Profit on sale of investments, analysis C. 
Original cost of stocks 1907..... $6,000 
Market value March 1, 1913..... 9,000 
Profit in pre-tax period... .. $ 3,000 
Market value March 1, 1913..... $9,c0o 
PYOGOOES OF GANG? oicc os cscs cece 7,000 
Loss in taxable period............. $ 2,000 
ys 6 pine ke ase cine. 1,000 
$ 3,000 = $ 3,000 
Merchandise, analysis D. 
Inventory, finished goods, beginning of 
OO iid cantohineacmecene skeleton $ 24,000 
Purchases of finished goods............ 10,000 
Work in process ............... 353,000 
Inventory, finished goods, end of year.. 27,000 
Pe MIE ad 0 866 b6decnedeennbidees 360,000 
$387,000 $387,000 
Work in process, analysis E. 
Inventory, work in process, beginning of 
ERO pee ree eee cow kt $ 54,000 
Productive labor ....................+ 103,000 
OE, ee ee 
Manufacturing expense ............... 87,000 
Inventory, work in process, end of year. 77,000 
pT re ere ee 353,000 
$430,000 $430,000 








Index 

I 

D 

H 

K 

L 
17 

A 
22 

B 
2 
2 

E 

B 
2 

F 

G 
2 

D 
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Raw material, analysis F. Debits Credits 
Inventory raw material, beginning of 
el OP error per ore rer $ 26,000 
Purchases, less returns ................ 180,000 
Inventory raw material, end of year.... 20,000 
Work in process ...... 186,000 
$206,000 $206,000 
Manufacturing expense, analysis G. 
sis Coals uo daw ovidimardbe ahis $ 50,000 
Ordinary repairs ............ 3,000 
SIR INN oo ki cciin sacice none 8,000 
Depreciation of factory plant 11,000 
NS EEE TO TEE 2,000 
Excess tax on product................. 3,000 
Taxes on factory real estate........... 1,000 
Salary of vice-president............... 7,000 
Sundries ee 2,000 
oan side ai asewee ous $ 87,000 
$ 87,000 $ 87,000 
General expense, analysis H. 
Salaries of president and treasurer..... $ 15,000 
MESHES OF CIGEES 2ncdicdiccccccccccace FEQRO 
I I a tea ae dius Xarsdica.cs-we's 500 
Stationery, printing and postage........ 1,200 
Salesmens’ commissions .......... a 4,000 
Depreciation of office equipment....... 300 
Outward tracking .........6.... 1,200 
Telephone and telegraph............... 500 
Sundries oe Seen 1,000 
Profit and loss ........... $ 34,700 
$ 34,700 $ 34,700 
Reserve for income tax, analysis K. 
Balance in reserve, beginning of year... $ 42,000 
Ne SN OO Oso 5s cs cc esinceecans $ 43,800 
Profit and loss estimated provision... .. 18,000 
Balance in reserve end of year......... 16,200 
$ 60,000 $ 60,000 
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Interest, analysis L. 
Interest paid on notes..............00- $ 2,000 
Interest received on exempt securities. . 
Interest on bank balances.............. 
Discounts allowed on sales............. 6,000 


Discounts taken on purchases.......... 
gf PPro rere erereter rs tr 


Debits 


Credits Index 


15 
$ 2,500 — 
1,000 5 
12 
4,000 10 
500 B 





$ 8000 $ 8 00 








By adding together all the items of each given index number, 


we obtain the following statement of taxable income. 


Gross income 


1. Gross sales less returns and allowance..... 


to 
Hi 


Rr Ee Tre i: Serene 
10. Gross income from other sources............. 


5. a Oe NE © Oi OR vino vicccodascdcens cede eeieease 


Deductions 


12. Ordinary and necessary expense........... 
13, Compensation of officers......... 


ee. eer eee 
15. Interest paid ........... 
16. Taxes 


BO MD cicxteancbe <iedudidwe nares 


18. Exhaustion, wear and tear........ 


ge. “Teel OE PS TE OG OG. oo voncdckc disscinnswnd 


ae Se ee ee rer, eee 


ae err ee 


B08 COS OF BaOES GONE... 55a oc c6 ck cicnesinc 


$473,000 
335,000 
$138,000 
5 Tiller aaa 1,000 
Fe ae 4,000 
$143,000 
. $ 24,900 
22,000 
3,000 
4,500 
800 
11,300 
itiedakek $ 68,500 
$ 74,500 
2,000 
$ 72,500 


The reconcilement with the balance-sheets is compiled from the 


unindexed items as follows. 
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Balance in surplus per initial balance-sheet.......... $125,000 
SEE COCR RTE TREO 72,500 
ss tanec ccncndecnadbnvetwianisecs OD 

Profit prior to March 1, 1913, on bonds sold.......... 3,000 
EEL OLE LETTE TOT TTT ST ae 

Decrease in reserve for income tax................:- 25,800 
Interest received on exempt securities............... 2,500 


Balance in surplus per final balance-sheet............ 160,000 





$228,800 $228,800 








The schedules to accompany the return are easily prepared by 
stating in suitable arrangement the details that bear the same index 
numbers. For example, cost of goods sold is compiled as follows: 


Cost of goods sold, schedule A-2 


SIO, CUNO noo eck cia ce nes ct omevewnined ks seinmns acne $ 10,000 
Productive labor ............... ee ere See 103,000 
Raw material purchased ..... ee eT eer eee 180,000 


Manufacturing expense: 


Indirect labor ..... sc Seance Rea teal baleser ee $50,000 
IN 65.5.65 die scene eawneenneaswn 8,000 
Cartage inward ....... Liisi mane de shosmemes 2,000 
PIEEOE, occecacess seigacinihs sp deoncw tale dnee na ncn antacentas 2,000 
62,000 
RSE ee ‘nh eee bees ates $355,000 
Add initial inventory : 
Finished goods ............ ee 
OEE TET TC ae 
0 Ee ne ee ere ae a 
104,000 
MEE RAG LMC AML GR ORNS ee hss edb Modes dene aad ewmnne $459,000 
Deduct final inventory: 
TOPE TE, 
RE OPOPEECT TET TTT ERT CCR TT tae 
ESE EL OLY POUT TERT 
124,000 
| RP eee re roves eee LT eLe $335,000 











Taxable Income and Profit and Loss 


It will be noted that most of the analyses illustrated above are 
merely condensed statements of accounts found in the books. 
That of the profit on sale of investments, however, differs from 
the rest in presenting facts that do not appear in the books but are 
necessary in order to show what treatment should be accorded to 
the item of $1,000.00 appearing in the profit and loss account. 

The same idea of setting up in analysis form all information 
needed for the tax return may be applied to all matters that require 
special treatment for income-tax purposes. Interest on Liberty 
bonds, for example, appears in the books as received or accrued, 
irrespective of its taxability. If it appears in the above-described 
analyses without such distinction, a further investigation is neces- 
sary. A schedule is prepared for submission with the return show- 
ing the exemptions and the amounts of interest exempt from and 
the amount subject to excess-profits tax. When this has been done 
the results are stated in analysis form and included in the set of 
analyses. The total interest received can then be eliminated by 
indexing it by letter to the other analyses and the taxable portion 
can be indexed to the return form. 

The foregoing method, in addition to providing a clear record 
of what went into each item of the return, has the advantage of 
great elasticity. The accountant when starting to compile a return 
can never tell how many adjustments and rearrangements will 
have to be made in order to present the information demanded. 
Unless his working papers are carefully planned and the scheme 
provided is susceptible of indefinite expansion, confusion is likely 
to result, and a clear record may become almost unobtainable. 

It also has the advantage that it can be readily applied by 
junior accountants, who can dig out most of the detail of the 
analyses, while the accountant in charge supervises their work, ties 
the analyses together, indexes to the return those items that can 
be so indexed and calls for further analyses of those that appear 
still to be of a composite nature. 

This method is complementary to that described in an article 
on the Technique of Consolidated Returns published in the Janu- 
ary isue of THe JouRNAL or AccounTANCY. It provides the 
means for stating in terms of the return form the “increase in 
surplus per books.” The previous article explained how, if the 
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books are erroneous, the necessary corrections may be made to 
both the “increase in surplus per books” and the balance-sheets. 

The burdens of the income tax are heavy, and not the least of 
those burdens is the expense and annoyance of preparing and prov- 
ing the returns. Every step toward the perfecting of the account- 
ing technique involved should help to lighten this part of the 
burden. 
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EDITORIAL 
Confusion in High Places 


When the supreme court decision in the Macomber vs. Eisner 
case was handed down and stock dividends were thereby declared 
exempt from income taxation, a lady whose source of livelihood 
is largely dividends of corporations remarked, “Isn’t that de- 
lightful. I shall have practically no income tax to pay.” It re- 
quired a good deal of explanation to demonstrate the difference 
between dividends on stock and stock dividends. 

The confusion in the lady’s mind was typical of a great deal 
of public misconception as to the true nature of a stock dividend. 
Probably not one per cent of the population of the United States 
could give anything approaching an intelligent definition of the 
phrase “stock dividend.” 

In view of the tremendous importance of the supreme court’s 
decision in the case above mentioned it is most regrettable that 
there should be so widely prevalent a misconception. There seems 
to be excuse for much of the misunderstanding on the part of the 
public, particularly that part which is not concerned in investment 
in securities, but it seems altogether amazing that a complete 
misunderstanding should be found in the halls of our national 
legislature. 

As an illustration of the fact that such a misunderstanding 
does prevail, we publish below a series of letters between a mem- 
ber of the American Institute of Accountants and Senator Nelson 
of Minnesota. 

Senator Knute Nelson is one of our most esteemed and stal- 
wart senators. He is a man who exemplifies to a remarkable 
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degree the opportunity which America offers to its immigrant 
population. For years he has stood for right and justice and the 
American ideal, and we are glad to have an opportunity to testify 
to the general appreciation of his services. 

But Senator Nelson has wandered far from his proper sphere 
of activity in introducing the bill mentioned in the subjoined 
correspondence. 

We publish the letters, not in any spirit of antipathy, but rather 
with a feeling of amazement that a senator of such long experi- 
ence and ability should display so absolute an ignorance of some 
of the principles of finance. It causes us to wonder whether the 
level of senatorial perception in financial matters is not lower 
than it might be for the safety and sanity of legislation. (There 
are several errors in the letters obviously due to clerical careless- 
ness but they do not greatly obscure the senator’s intent). 


MINNEAPOLIS, MINN., March 27, 1920. 
Honorable Knute Nelson, U. S. Senate, Washington, D. C. 


DEAR Sir: 

Dispatches printed in the Minneapolis papers indicate that you have 
introduced a bill in the senate providing for a constitutional amendment by 
which stock dividends would be declared to be income to the recipient. 

I know of no sound economic reasoning by which such stock dividends 
can be considered income. My experience in preparing federal income-tax 
returns convinces me that a change in the law as provided in the bill you are 
reported to have introduced would add one more inequality to those now 
existing in our federal tax legislation. I therefore urge that you recon- 
sider your action, especially in the light of the majority opinion handed down 
by the supreme court in the case of Macomber vs. Eisner. 

I also wish to express the opinion of a humble voter that the congress can 
do nothing which would please the residents of these United States more 
than immediately enacting a budget bill such as we have been promised for 
a number of years, but which has as yet failed to materialize. 

Yours very truly, 
siesta A, F. Wacner. 
UNITED STATES SENATE 


Committee on the Judiciary 
MARCH 30, 1920. 


Mr, A. F. Wagner, Security Building, Minneapolis, Minn. 
My Dear Mr. WaGNER: 
Your favor of the 27th is at hand. I regret I cannot agree with you. 


If the majority of the decisions (sic) of the supreme court prevails, all 
dividends of corporations can get immunity from taxation by being paid off in 
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stock instead of cash. It is not only an evasion of the spirit of the law to 
issue stock instead of paying cash to evade the income tax, but it also entails 
additional burdens on the public, because the corporations will always insist 
on having an income commensurate with the stock it issues. 

Besides there is a great discrimination between an income of corporations 
and the income of a partnership. Partnership may be engaged in the same 
business as a corporation, and may have secured the same class of profits, but 
they cannot escape liability by issuing new stock. The dividends will be 
paid in cash. 

I am sorry to see you take such a narrow view of the situation. If the 
theory of the decisions is carried out, all incomes from corporations can 
receive immunity by the issuance of stock dividends. 


Yours very truly, 
Knute NELSON. 





MinneEApouis, Minn., April 2, 1920. 
Hon. Knute Nelson, U. S. Senate, Washington, D. C. 
Dear SENATOR NELSON: 


Your letter of March 31st relative to stock dividends is at hand, and a 
careful reading thereof leads me to believe that you have been misinformed 
as to some of the provisions of the revenue act of 1918. In the first place, 
the issuing of the stock dividends in no way reduces the tax paid by a cor- 
poration; inasmuch as the corporation pays both income and excess profits 
taxes on all income whether distributed or not. The taxability of stock 
dividends thus in no way affects the tax paid by the corporation, but merely 
changes the tax paid by the recipient of the dividends. You must realize 
that in an expanding business it is impossible to pay out all the earnings in 
the form of cash dividends. These undistributed earnings are allowed to 
remain in the corporation’s surplus account, and before this country had an 
income-tax law it was customary for corporations to declare stock dividends 
which showed their stockholders that earnings had been retained in the 
business instead of being paid out in cash. The recipient of such a stock 
dividend has no money from this dividend until he sells the stock. Under 
the decision of the supreme court in the Macomber vs. Eisner case, the 
person who receives the dividend will have to pay a tax on such amount when 
he disposes of the stock received as dividend and receives cash or some other 
consideration therefor. 

Since the recent decision of the supreme court, I have talked with 
numerous attorneys, economists and accountants, and they are all of the 
opinion that the decision was based on sound doctrines. 

The paragraph in your letter relative to the discrimination between cor- 
porations and partnerships is very difficult to understand. In view of the 
provisions of the revenue act, I have often advised clients in entering into 
new enterprises to form a partnership instead of a corporation, because the 
federal taxes on income would be smaller in total under the partnership 
form. If you will read section 218 of the revenue act, you will find that 
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partnerships as such are not subject to any tax. The individual partner pays 
a tax on his share of the earnings, whether distributed or not. A corporation 
pays a tax on all of its earnings whether distributed or not (usually at a 
higher rate than applies to members of a partnership), and in addition, the 
stockholders of the corporation pay a tax on all earnings distributed by the 
corporation in cash. Thus the distributed earnings of a corporation are 
taxed twice, once against the corporation when it earns them and, second, 
against the stockholder when he receives them. Therefore, if there is any 
discrimination between the tax on the income of corporations and on the 
income of partnerships, the discrimination is against the corporation and in 
favor of the partnership instead of as stated in your letter. 

I do not see how you reason the statement made in the last part of your 
letter that “If the theory of the decision is carried out all incomes for 
corporations can receive immunity by the issuance of stock dividends.” If 
you have ever been an officer of a corporation you will realize that the 
stockholders want to receive dividends in cash, and make life unpleasant for 
the officers unless they do receive such cash dividends. Furthermore, if they 
receive a stock dividend which is worth nothing and sell it, the stockholder 
has to pay a tax on this. In addition, the corporation itself has already paid 
a tax on all of its earned income. Where is the immunity ?. 

Unless I hear from you to the contrary, I shall take the liberty to send 
your letter to the American Institute of Accountants. 

Thanking you for your prompt reply, I am 

Yours very truly, 
A. F. WAGNER. 


UNITED STATES SENATE 
Committee on the Judiciary 
APRIL 5, 1920. 
Mr. A. F. Wagner, Security Building, Minneapolis, Minn. 
Dear Sir: 

Yours of the 2d is at hand. I can only say in reply to the same at this 
moment, that last week a subsidiary company of the Standard Oil Company, 
out in Colorado, declared a two hundred per cent stock dividend, to the 
great relief of the stockholders. Yours very truly, 

KnuTE NELSON. 





Concerning Advertising 

It is evidently difficult to please all the readers of THE JoURNAL 
oF ACCOUNTANCY. 

As an illustration, it may be mentioned that the editorial dis- 
cussing the question of advertising which appeared in the Feb- 
ruary, 1920, issue of this magazine, was productive of a consid- 
erable amount of correspondence, some of which was extremely 
laudatory and some very much the reverse. 
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For example, one correspondent says: 


“The first and most serious impression we received in reading 
this article was the fact that the opinions expressed were from 
one who has reached the top rung of the ladder of success by long 
and hard pulls and is obvious of the fact that others possessed 
with the same faculities and genius, reaches the same height by a 
shorter method, i. e. advertising ; thus making keener competition.” 

Another correspondent finds fault with us because “the article 

was evidently written by someone who is loosing 
a and feels resentful to the more progressive element.” 

We publish the foregoing quotations exactly as received, both 
orthographically and syntactically. It appears that whoever was 
the author of the editorial in question is to be condemned because 
he has succeeded and also because he has failed. 

The letters from which we quote are doubtless written in the 
kindliest way, and if space permitted we should publish them in 
full for there is a wealth of significance in the composition and 
argument. Perhaps what we have given above, however, will 
be sufficient to convince the intelligent reader that our editorial 
opinions are utterly unworthy. 


Income-I'ax Department 


THE JOURNAL OF ACCOUNTANCY and, we believe, all readers of 
this magazine owe a debt of gratitude to John B. Niven, who for 
six years past has conducted the Jncome-tax Department. Mr. 
Niven’s services have been of great value to the accounting pro- 
fession and to others interested in the vital question of federal 
taxation. He has served without thought of compensation or 
reward of any kind except the advancement of a good cause. 

Now that extreme pressure of work has made it necessary for 
Mr. Niven to resign the editorship of the Jncome-tax Department, 
we take this opportunity of expressing in an altogether inadequate 
way our cordial thanks for his assistance. 

The Income-tax Department in future will appear under the 
editorship of Stephen G. Rusk, who for some years has been 
closely connected with taxation matters. Mr. Rusk is a partner of 
the firm of Nau, Rusk & Swearingen of Cleveland and a member 
of the American Institute of Accountants. 
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American Institute of Accountants 
MEETING OF COUNCIL, APRIL 12, 1920 


A regular meeting of the council of the American Institute of Account- 
ants was held in the offices of the Institute, 1 Liberty street, in the city of 
New York, at 9:30 A. M., Monday, April 12, 1920. 


Present : 


Waldron H, Rand, president, in the chair. 


Arthur W. Teele, vice-president. 
J. E. Sterrett, treasurer. 

A. P. Richardson, secretary. 
Hamilton S. Corwin. 

J. D. M. Crockett. 

W. Sanders Davies. 

John F. Forbes. 

Edward E. Gore. 

Elmer L. Hatter. 

William P. Hilton. 

J. Porter Joplin. 

F. W. Lafrentz. 


Charles S. Ludlam. 
W. R. Mackenzie. 
J. E. Masters. 
Robert H. Montgomery. 
Walter Mucklow. 
Carl H. Nau. 
Charles Neville. 
John B. Niven. 
Ernest Reckitt. 

E. W, Sells. 
Edward L. Suffern. 
F, F. White. 


The meeting was opened with prayer by the president. 
Minutes of the council meetings of September 15 and 18, 1919, as printed 


in the year-book were approved. 


Record of mail ballot No. 10 on the election of members and associates 
was read, approved and ordered embodied in the minutes. 

The report of the treasurer was read and accepted. The report showed: 

General fund: Total assets, $28,282.08; liabilities, $6,478.95; surplus, 
$21,803.13; income September 1, 1919, to March 31, 1920, $18,728.28; ex- 


penditures, $14,257.51. 


Endowment fund: Assets, $157,064.52; receipts, $19,239.42; expenditures, 


$4,174.25. 


Board of examiners: Receipts, $7,329.10; expenditures, $4,791.72. 
Report of the secretary was read and accepted. 
Report of the executive committee was read and accepted. Consideration 


of recommendations in the report was deferred, 


Report of the committee on professional ethics was read and accepted 
A recommendation in the report that certain questions arising from a com- 
plaint in regard to a published financial statement be referred to a special 
committee was not approved. It was resolved that the question be recom- 


mitted to the committee on professional ethics. 


Report of the committee on budget and finance was read, and additional 
appropriations recommended by the committee were approved. 
Report of the committee on constitution and by-laws was read and 


accepted. 


In the absence of a report from the committee on education the chair- 
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man of the board of examiners reported that he had been in consultation 
with the chairman of the committee on education, and that progress was 
being made in the preparation of a syllabus and list of text-books. 

The chairman of the special committee on national budget, Francis Oakey, 
appeared and made an oral report on the work of his committee, with par- 
ticular reference to the appearance of the committee before the United 
States senate committee on the consideration of a national budget. 

The report was accepted with a vote of thanks to the committee for its 
action. 

The report of the committee on ethical publicity was read and accepted. 
It was resolved that the following paragraph from the report be published, 
and that members and associates agreeing to abstain from advertising be 
requested to notify the secretary accordingly. 

“The committee has considered the question of submitting a rule of 
conduct forbidding circularizing or advertising of a nature other than that 
referred to in the first paragraph of this report, but after careful con- 
sideration does not feel justified in making so drastic a suggestion, realizing 
that at the present time there does not seem to be sufficient sentiment in the 
profession generally to make such a ruling effective, and that in certain 
parts of the country it is claimed by the members of the profession that 
the public has to be educated as to the work performed by accountants and 
the desirability of their employment. The committee suggests that the 
purpose desired could be furthered by an agreement among accountants to 
undertake to abstain from advertising and to use their influence against the 
practice.” 

The report of the committee on meetings was read. The council resolved 
that the desirability of certain changes in the tentative programme for the 
next annual meeting should be brought to the attention of the committee. 

It was resolved that it would be undesirable to purchase badges for the 
use of members at the annual meeting, 

The report of the committee on publication was read. 

Suggestions in the report relative to the publication of THE JouRNAL oF 
ACCOUNTANCY were referred to the executive committee. 

In the absence of the chairman of the committee on state legislation 
the secretary reported orally on the work of the committee. This report 
was accepted. 

The report of the committee on increased membership was read and 
accepted. 

Report of the special committee on subsidiary organizations was read and 
discussed at length. 

It was resolved that the special committee on subsidiary organizations 
be discharged (at the request of the committee), and that the papers of the 
committee and the matter as a whole be referred to the executive committee 
with power. 

The report of the special committee on administration of endowment 
was read and accepted. The chairman of the committee supplemented the 
written report by discussion of the financial condition of the Institute and 
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the question of purchasing a home for the Institute at the termination of 
the lease of the present offices. 

The chairman of the committee on publication, referring to the report 
of his committee, discussed the question of publication of THE JouRNAL oF 
ACCOUNTANCY, with particular reference to the termination of the present 
contract for publication. 

It was resolved that the council reconsider its resolution that the report 
of the committee on publication be referred to the executive committee. 

It was resolved that the report of the committee on publication, the 
report of the special committee on administration of endowment, the ques- 
tion of a home for the Institute, the consideration of increasing the en- 
dowment fund and increasing the dues be referred to the executive committee 
and special committee on administration of endowment jointly. 

John F, Forbes, of California, and F. F, White, of New Jersey, were 
uanimously elected members of the committee on professional ethics to fill 
vacancies caused by the resignation of T. Edward Ross, Pennsylvania, and 
Charles H. Tuttle, Massachusetts. 

A recommendation from the board of examiners that William R. Wright, 
who had been elected an associate March 1, 1920, be elected to full member- 
ship, was adopted, and Mr. Wright was so elected, effective from the date 
of his original election, March 1, 1920. 

It was resolved that the time for payment of overdue subscriptions to 
the endowment fund be extended to the date of the next meeting of the 
council, September 20, 1920. 

A suggestion from the executive committee that the council consider the 
desirability of an alteration of the constitution and by-laws eliminating the 
requirement for mail vote on amendments to the constitution and by-laws 
was laid on the table. 

A suggestion from the Dominion Association of Chartered Accountants 
that the Dominion Association and the American Institute of Accountants 
hold joint meetings every five years, alternately in the United States and 
Canada, was referred to the executive committee with power. 

A reference from the committee on constitution and by-laws relative 
to the admission of instructors to membership in the Institute was referred 
to the executive committee, with a request that it report its recommendations 
at the next annual meeting. 

It was resolved that the rule adopted by the council at the meeting of 
September 18, 1918, to the effect that members of the board of examiners 
should forfeit their membership if absent from all meetings of the board 
for a period of six months, be amended, and that it read as follows: 

“Any member who resides within a thousand miles of the point of meet- 
ing who is absent from all meetings of the board of examiners for six 
months in succession shall cease to be a member of that board.” 

It was resolved that a special committee consisting of the members of the 
standing committees on federal legislation and state legislation, with power 
to add to their numbers, be appointed to consider proposed revenue laws, 
both state and national. 

The meeting adjourned, 
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By far the most important development in income-tax matters during 
the current year is the decision of the United States supreme court in the 
case Eisner vs. Macomber, judgment in which was delivered March 8, 1920. 

This case is based upon the contention of the government that under the 
1916 revenue laws stock dividends were taxable to the recipients. The 
opinion of the supreme court, delivered by Justice Pitney, disposed of the 
government contention and followed the lines of the court’s decision in 
Towne vs. Eisner under the 1913 law. 

Dissenting opinions were delivered by Justices Brandeis, Holmes and 
Day. 

The final decision of this long-discussed question will have a permanent 
bearing upon all future tax legislation and administration. One immediate 
effect is found in the number of stock dividends which have been declared 
since the handing down of the decision and the many others which are 
confidently expected in the near future. 

In view of the significance of the matter we publish in full the judgment 
of the court, followed by the opinions of the dissenting justices. 

A more extended comment upon the decision and its effect upon admin- 
istration of the law will appear in the Jncome-Tax Department next month. 


SUPREME COURT OF THE UNITED STATES 


Mark Eisner, as Collector of United } 
States Internal Revenue for the 
Third District of the State of New 
York, Plaintiff in Error, a 


US. 
Myrtle H. Macomber. J 
[March 8, 1920] 





Mr. Justice Pitney delivered the opinion of the court 


This case presents the question whether, by virtue of the sixteenth 
amendment, congress has the power to tax, as income of the stockholder 
and without apportionment, a stock dividend made lawfully and in good 
faith against profits accumulated by the corporation since March 1, 1913. 

It arises under the revenue act of September 8, 1916 (Ch. 463, 39 Stat. 
756, et seq.), which, in our opinion (notwithstanding a contention of the 
government that will be noticed), plainly evinces the purpose of congress 
to tax dividends as income. 

The facts, in outline, are as follows: 

On January I, 1916, the Standard Oil Company of California, a cor- 
poration of that state, out of an authorized capital stock of $100,000,000, 
had shares of stock outstanding, par value $100 each, amounting in round 
figures to $50,000,000. In addition, it had surplus and undivided profits 


367 








es 














The Journal of Accountancy 


invested in plant, property and business and required for the purposes of the 
corporation, amounting to about $45,000,000, of which about $20,000,000 had 
been earned prior to March 1, 1913, the balance thereafter. In January, 1916, 
in order to readjust the capitalization, the board of directors decided to issue 
additional shares sufficient to constitute a stock dividend of 50 per cent of 
the outstanding stock, and to transfer from surplus account to capital stock 
account an amount equivalent to such issue. Appropriate resolutions were 
adopted, an amount equivalent to the par value of the proposed new stock 
was transferred accordingly, and the new stock duly issued against it and 
divided among the stockholders. 

Defendant in error, being the owner of 2,200 shares of the old stock, 
received certificates for 1,100 additional shares, of which 18.07 per cent, or 
198.77 shares, par value $19,877, were treated as representing surplus earned 
between March 1, 1913, and January 1, 1916. She was called upon to pay, 
and did pay under protest, a tax imposed under the revenue act of 1916, 
based upon a supposed income of $19,877 because of the new shares; and 
an appeal to the commissioner of internal revenue having been disallowed, 
she brought action against the collector to recover the tax. In her complaint 
she alleged the above facts, and contended that in imposing such a tax the 
revenue act of 1916 violated Art. I, sec. 2, cl. 3, and Art. I, sec, 9, cl. 4, of 
the constitution of the United States, requiring direct taxes to be ap- 
portioned according to population, and that the stock dividend was not 
income within the meaning of the sixteenth amendment. A general demurrer 
to the complaint was overruled upon the authority of Towne v. Eisner, 245 
U. S. 418; and, defendant having failed to plead further, final judgment went 
against him. To review it the present writ of error is prosecuted. 

The case was argued at the last term, and reargued at the present term, 
both orally and by additional briefs. 

We are constrained to hold that the judgment of the district court must 
be affirmed: first, because the question at issue is controlled by Towne v. 
Eisner, supra; secondly, because a reéxamination of the question, with the 
additional light thrown upon it by elaborate arguments, has confirmed the 
view that the underlying ground of that decision is sound, that it disposes of 
the question here presented, and that other fundamental considerations lead 
to the same result. 

In Towne v. Eisner, the question was whether a stock dividend made 
in 1914 against surplus earned prior to January I, 1913, was taxable against 
the stockholder under the act of October 3, 1913 (Ch. 16, 38 Stat. 114, 166), 
which provided (sec. B, p. 167) that the net income should include “divi- 
dends,” and also “gains or profits and income derived from any source 
whatever.” Suit having been brought by a stockholder to recover the tax 
assessed against him by reason of the dividend, the district court sustained 
a demurrer to the complaint. 242 Fed. Rep. 702. The court treated the 
construction of the act as inseparable from the interpretation of the sixteenth 
amendment; and, having referred to Pollock v. Farmers Loan & Trust Co., 
158 U. S. 601, and quoted the amendment, proceeded very properly to say 
(p. 704): “It is manifest that the stock dividend in question cannot be 
reached by the income-tax act, and could not, even though congress expressly 
declared it to be taxable as income, unless it is in fact income.” It declined, 
however, to accede to the contention that in Gibbons v. Mahon, 136 U. S. 
549, “stock dividends” had received a definition sufficiently clear to be con- 
trolling, treated the language of this court in that case as obiter dictum in 
respect to the matter then before it (p. 706), and examined the question as 
res nova, with the result stated. When the case came here, after overruling 
a motion to dismiss made by the government upon the ground that the only 
question involved was the construction of the statute and not its constitution- 
ality, we dealt upon the merits with the question of construction only, 
but disposed of it upon consideration of the essential nature of a stock 
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dividend, disregarding the fact that the one in question was based upon 
surplus earnings that accrued before the sixteenth amendment took effect. 
Not only so, but we rejected the reasoning of the district court, saying 
(245 U. S., p. 426): “Notwithstanding the thoughtful discussion that the 
case received below we cannot doubt that the dividend was capital as well 
for the purposes of the income-tax law as for distribution between tenant 
for life and remainderman. What was said by this court upon the latter 
question is equally true for the former. ‘A stock dividend really takes 
nothing from the property of the corporation, and adds nothing to the 
interests of the shareholders. Its property is not diminished, and their 
interests are not increased. . . . The proportional interest of each share- 
holder remains the same. The only change is in the evidence which repre- 
sents that interest, the new shares and the original shares together represent- 
ing the same proportional interest that the original shares represented 
before the issue of the new ones.’ Gibbons v. Mahon, 136 U. S. 549, 559, 
560. In short, the corporation is no poorer and the stockholder is no richer 
than they were before. Logan County v. United States, 169 U. S. 255, 261. 
If the plaintiff gained any small advantage by the change, it certainly was 
not an advantage of $417,450, the sum upon which he was taxed. . . 

What has happened is that the plaintiff’s old certificates have been split up 
in effect and have diminished in value to the extent of the value of the new.’ 

This language aptly answered not only the reasoning of the district court 
but the argument of the solicitor general in this court, which discussed the 
essential nature of a stock dividend. And if, for the reasons thus expressed, 
such a dividend is not to be regarded as “income” or “dividends” within the 
meaning of the act of 1913, we are unable to see how it can be brought 
within the meaning of “incomes” in the sixteenth amendment; it being very 
clear that congress intended in that act to exert its power to the extent per- 
mitted by the amendment. In Towne v. Eisner it was not contended that 
any construction of the statute could make it narrower than the constitu- 
tional grant; rather the contrary. 

The fact that the dividend was charged against profits earned before the 
act of 1913 took effect, even before the amendment was adopted, was neither 
relied upon nor alluded to in our consideration of the merits in that case. 
Not only so, but had we considered that a stock dividend constituted income 
in any true sense, it would have been held taxable under the act of 1913, 
notwithstanding it was based upon profits earned before the amendment. 
We ruled at the same term, in Lynch v. Hornby, 247 U. S. 330, that a cash 
dividend extraordinary in amount, and in Peabody v. Eisner, 247 U. S. 347, 
that a dividend paid in stock of another company, were taxable as income 
although based upon earnings that accrued before adoption of the amend- 
ment. In the former case, concerning “corporate profits that accumulated 
before the act took effect,” we declared (pp. 343-344): “Just as we deem 
the legislative intent manifest to tax the stockholder with respect to such 
accumulations only if and when, and to the extent that, his interest in them 
comes to fruition as income, that is, in dividends declared, so we can per- 
ceive no constitutional obstacle that stands in the way of carrying out this 
intent when dividends are declared out of a preéxisting surplus. ; 
Congress was at liberty under the amendment to tax as income, without 
apportionment, everything that became income, in the ordinary sense of the 
word, after the adoption of the amendment, including dividends received in 
the ordinary course by a stockholder from a corporation, even though thev 
were extraordinary in amount and might appear upon analysis to be a mere 
realization in possession of an inchoate and contingent interest that the 
stockholder had in a surplus of corporate assets previously existing.” In 
Peabody v. Eisner (pp. 349-350), we observed that the decision of the 
district court in Towne v. Eisner had been reversed “only upon the ground 
that it related to a stock dividend which in fact took nothing from the 
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property of the corporation and added nothing to the interest of the 
shareholder, but merely changed the evidence which represented that in- 
terest”; and we distinguished the Peabody case from the Towne case upon 
the ground that “the dividend of Baltimore & Ohio shares was not a stock 
as but a distribution in specie of a portion of the assets of the Union 
Pacific.” 

Therefore, Towne v. Eisner cannot be regarded as turning upon the point 
that the surplus accrued to the company before the act took effect and before 
adoption of the amendment. And what we have quoted from the opinion in 
that case cannot be regarded as obiter dictum, it having furnished the entire 
basis for the conclusion reached. We adhere to the view then expressed, 
and might rest the present case there; not because that case in terms decided 
the constitutional question, for it did not; but because the conclusion there 
reached as to the essential nature of a stock dividend necessarily prevents 
its being regarded as income in any true sense. 

Nevertheless, in view of the importance of the matter, and the fact that 
congress in the revenue act of 1916 declared (39 Stat. 757) that a “stock 
dividend shall be considered income, to the amount of its cash value,” we 
will deal at length with the constitutional question, incidentally testing the 
soundness of our previous conclusion. 

The sixteenth amendment must be construed in connection with the 
taxing clauses of the original constitution and the effect attributed to them 
before the amendment was adopted. In Pollock v. Farmers Loan & Trust 
Co., 158 U. S. 601, under the act of August 27, 1894 (Ch. 349, sec. 27, 28 
stat. 500, 553), it was held that taxes upon rents and profits of real estate 
and upon returns from investments of personal property were in effect direct 
taxes upon the property from which such income arose, imposed by reason 
of ownership; and that congress could not impose such taxes without 
apportioning them among the states according to population, as required by 
art. I, sec. 2, cl. 3, and sec. 9, cl. 4, of the original constitution. 

Afterwards, and evidently in recognition of the limitation upon the 
taxing power of congress thus determined, the sixteenth amendment was 
adopted, in words lucidly expressing the object to be accomplished: “The 
congress shall have power to lay and collect taxes on incomes, from what- 
ever source derived, without apportionment among the several states, and 
without regard to any census or enumeration.” As repeatedly held, this did 
not extend the taxing power to new subjects, but merely removed the neces- 
sity which otherwise might exist for an apportionment among the states of 
taxes laid on income. Brushaber v. Union Pacific R. R. Co., 240 U. S. 
1, 17-19; Stanton v. Baltic Mining Co., 240 U. S. 103, 112 et seqg.; Peck & 
Co. v. Lowe, 247 U. S. 165, 172-173. 

A proper regard for its genesis, as well as its very clear language, re- 
quires also that this amendment shall not be extended by loose construction, 
so as to repeal or modify, except as applied to income, those provisions of the 
constitution that require an apportionment according to population for direct 
taxes upon property, real and personal. This limitation still has an appro- 
priate and important function, and is not to be overridden by congress or 
disregarded by the courts. 

In order, therefore, that the clauses cited from article I of the constitu- 
tion may have proper force and effect, save only as modified by the amend- 
ment, and that the latter also may have proper effect, it becomes essential 
to distinguish between what is and what is not “income,” as the term is there 
used; and to apply the distinction, as cases arise, according to truth and 
substance, without regard to form. Congress cannot by any definition it may 
adopt conclude the matter, since it cannot by legislation alter the constitution, 
from which alone it derives its power to legislate, and within whose limita- 
tions alone that power can be lawfully exercised. 

The fundamental relation of “capital” to “income” has been much dis- 
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cussed by economists, the former being likened to the tree or the land, the 
latter to the fruit or the crop; the former depicted as a reservoir supplied 
from springs, the latter as the outlet s:.eam, to be measured by its flow 
during a period of time. For the present purpose we require only a clear 
definition of the term “income,” as used in common speech, in order to 
determine its meaning in the amendment; and, having formed also a correct 
judgment as to the nature of a stock dividend, we shall find it easy to decide 
the matter at issue. 

After examining dictionaries in common use (Bouv. L. D.; Standard 
Dict.; Webster’s Internat. Dict.; Century Dict.), we find little to add to 
the succinct definition adopted in two cases arising under the corporation 
tax act of 1909 (Stratton’s Independence v. Howbert, 231 U. S. 399, 415; 
Doyle v. Mitchell Bros. Co., 247 U. S. 179, 185)—‘‘Income may be defined 
as the gain derived from capital, from labor, or from both combined,” 
provided it be understood to include profit gained through a sale or con- 
ger % capital assets, to which it was applied in the Doyle case (pp. 
183, 185). 

Brief as it is, it indicates the characteristic and distinguishing attribute 
of income essential for a correct solution of the present controversy. The 
government, although basing its argument upon the definition as quoted, 
placed chief emphasis upon the word “gain,” which was extended to include 
a variety of meanings; while the significance of the next three words was 
either overlooked or misconceived. “Derived—from—capital” ;—“the gain 
—derived—from—capital,’ etc. Here we have the essential matter: not 
a gain accruing to capital, not a growth or increment of value in the invest- 
ment; but a gain, a profit, something of exchangeable value proceeding from 
the property, severed from the capital however invested or employed, and 
coming in, being “derived,” that is, received or drawn by the recipient (the 
taxpayer) for his separate use, benefit and disposal ;—that is income derived 
from property. Nothing else answers the description. 

The same fundamental conception is clearly set forth in the sixteenth 
amendment—“incomes, from whatever source derived”—the essential thought 
being expressed with a conciseness and lucidity entirely in harmony with the 
form and style of the constitution. 

Can a stock dividend, considering its essential character, be brought 
within the definition? To answer this, regard must be had to the nature of 
a corporation and the stockholder’s relation to it. We refer, of course, to 
a corporation such as the one in the case at bar, organized for profit, and 
having a capital stock divided into shares to which a nominal or par value 
is attributed. 

Certainly the interest of the stockholder is a capital interest, and his 
certificates of stock are but the evidence of it. They state the number of 
shares to which he is entitled and indicate their par value and how the stock 
may be transferred. They show that he or his assignors, immediate or 
remote, have contributed capital to the enterprise, that he is entitled to a 
corresponding interest proportionate to the whole, entitled to have the prop- 
erty and business of the company devoted during the corporate existence to 
attainment of the common objects, entitled to vote at stockholders’ meetings, 
to receive dividends out of the corporation’s profits if and when declared, 
and, in the event of liquidation, to receive a proportionate share of the net 
assets, if any, remaining after paying creditors. Short of liquidation, or 
until dividend declared, he has no right to withdraw any part of either 
capital or profits from the common enterprise; on the contrary, his interest 
pertains not to any part, divisible or indivisible, but to the entire assets, 
business and affairs of the company. Nor is it the interest of an owner, 
since the corporation has full title, legal and equitable, to the whole. The 
stockholder has the right to have the assets employed in the enterprise, with 
the incidental rights mentioned; but, as stockholder, he has no right to with- 
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draw, only the right to persist, subject to the risks of the enterprise, and 
looking only to dividends for his return. If he desires to dissociate himself 
from the company he can do so only by disposing of his stock. 

For bookkeeping purposes the company acknowledges a liability in form 
to the stockholders equivalent to the aggregate par value of their stock, 
evidenced by a “capital stock account.” If profits have been made and not 
divided they create additional bookkeeping liabilities under the head of 
“profit and loss,” “undivided profits,” “surplus account,” or the like. None 
of these, however, gives to the stockholders as a body, much less to any 
one of them, either a claim against the going concern for any particular sum 
of money, or a right to any particular portion of the assets or any share in 
them unless or until the directors conclude that dividends shall be made and 
a part of the company’s assets segregated from the common fund for the 
purpose. The dividend normally is payable in money, under exceptional 
circumstances in some other divisible property ; and when so paid, then only 
(excluding, of course, a possible advantageous sale of his stock or winding-up 
of the company ) does the stockholder realize a profit or gain which becomes 
his separate property, and thus derive income from the capital that he or his 
predecessor has invested. 

In the present case, the corporation had surplus and undivided profits 
invested in plant, property and business, and required for the purposes of 
the corporation, amounting to about $45,000,000, in addition to outstanding 
capital stock of $50,000,000. In this the case is not extraordinary. The 
profits of a corporation, as they appear upon the balance-sheet at the end of 
the year, need not be in the form of money on hand in excess of what is 
required to meet current liabilities and finance current operations of the 
company. Often, especially in a growing business, only a part, sometimes a 
small part, of the year’s profits is in property capable of division; the 
remainder having been absorbed in the acquisition of increased plant, equip- 
ment, stock in trade, or accounts receivable, or in decrease of outstanding 
liabilities. When only a part is available for dividends, the balance of the 
year’s profits is carried to the credit of undivided profits, or surplus, or some 
other account having like significance. If thereafter the company finds itself 
in funds beyond current needs it may declare dividends out of such surplus 
or undivided profits; otherwise it may go on for years conducting a suc- 
cessful business, but requiring more and more working capital because of 
the extension of its operations, and therefore unable to declare dividends 
approximating the amount of its profits. Thus the surplus may increase 
until it equals or even exceeds the par value of the outstanding capital stock. 
This may be adjusted upon the books in the mode adopted in the case at 
bar—by declaring a “stock dividend.” This, however, is no more than a 
book adjustment, in essence not a dividend but rather the opposite; no part 
of the assets of the company is separated from the common fund, nothing 
distributed except paper certificates that evidence an antecedent increase in 
the value of the stockholder’s capital interest resulting from an accumula- 
tion of profits by the company, but profits so far absorbed in the business 
as to render it impracticable to separate them for withdrawal and dis- 
tribution. In order to make the adjustment, a charge is made against surplus 
account with corresponding credit to capital stock account, equal to the pro- 
posed “dividend”; the new stock is issued against this and the certificates 
delivered to the existing stockholders in proportion to their previous holdings. 
This, however, is merely bookkeeping that does not affect the aggregate 
assets of the corporation or its outstanding liabilities; it affects only the 
form, not the essence, of the “liability” acknowledged by the corporation to 
its own shareholders, and this through a readjustment of accounts on one 
side of the balance-sheet only, increasing “capital stock” at the expense of 

“surplus”; it does not alter the preéxisting proportionate interest of any 
stockholder or increase the intrinsic value of his holding or of the aggregate 
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holdings of the other stockholders as they stood before. The new certificates 
simply increase the number of the shares, with consequent dilution of the 
value of each share. 

A “stock dividend” shows that the company’s accumulated profits have 
been capitalized, instead of distributed to the stockholders or retained as 
surplus available for distribution in money or in kind should opportunity 
offer. Far from being a realization of profits of the stockholder, it tends 
rather to postpone such realization, in that the fund represented by the new 
stock has been transferred from surplus to capital, and no longer is available 
for actual distribution. 

The essential and controlling fact is that the stockholder has received 
nothing out of the company’s assets for his separate use and benefit; on 
the contrary, every dollar of his original investment, together with whatever 
accretions and accumulations have resulted from employment of his money 
and that of the other stockholders in the business of the company, still 
remains the property of the company, and subject to business risks which 
may result in wiping out the entire investment. Having regard to the very 
truth of the matter, to substance and not to form, he has received nothing 
that answers the definition of income within the meaning of the sixteenth 
amendment. 

Being concerned only with the true character and effect of such a dividend 
when lawfully made, we lay aside the question whether in a particular case 
a stock dividend may be authorized by the local law governing the corpora- 
tion, or whether the capitalization of profits may be the result of correct 
judgment and proper business policy on the part of its management, and a 
due regard for the interests of the stockholders. And we are considering 
the taxability of bona fide stock dividends only. 

We are clear that not only does a stock dividend really take nothing 
from the property of the corporation and add nothing to that of the share- 
holder, but that the antecedent accumulation of profits evidenced thereby, 
while indicating that the shareholder is the richer because of an increase of 
his capital, at the same time shows he has not realized or received any income 
in the transaction. 

It is said that a stockholder may sell the new shares acquired in the 
stock dividend ; and so he may, if he can find a buyer. It is equally true that 
if he does sell, and in doing so realizes a profit, such profit, like any other, is 
income, and so far as it may have arisen since the sixteenth amendment is 
taxable by congress without apportionment. The same would be true were 
he to sell some of his original shares at a profit. But if a shareholder sells 
dividend stock he necessarily disposes of a part of his capital interest, just 
as if he should sell a part of his old stock, either before or after the dividend. 
What he retains no longer entitles him to the same proportion of future 
dividends as before the sale. His part in the control of the company likewise 
is diminished. Thus, if one holding $60,000 out of a total $100,000 of the 
capital stock of a corporation should receive in common with other stock- 
holders a 50 per cent stock dividend, and should sell his part, he thereby 
would be reduced from a majority to a minority stockholder, having six- 
fifteenths instead of six-tenths of the total stock outstanding. A cor- 
responding and proportionate decrease in capital interest and in voting power 
would befall a minority holder should he sell dividend stock; it being in 
the nature of things impossible for one to dispose of any part of such an 
issue without a proportionate disturbance of the distribution of the entire 
capital stock, and a like diminution of the seller’s comparative voting power 
—that “right preservative of rights” in the control of a corporation. Yet, 
without selling, the shareholder, unless possessed of other resources, has 
not the wherewithal to pay an income tax upon the dividend stock. Nothing 
could more clearly show that to tax a stock dividend is to tax a capital 
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increase, and not income, than this demonstration that in the nature of things 
it requires conversion of capital in order to pay the tax. 

Throughout the argument of the government, in a variety of forms, runs 
the fundamental error already mentioned—a failure to appraise correctly 
the force of the term “income” as used in the sixteenth amendment, or at 
least to give practical effect to it. Thus, the government contends that the 
tax “is levied on income derived from corporate earnings,” when in truth 
the stockholder has “derived” nothing except paper certificates which, so far 
as they have any effect, deny him present participation in such earnings. It 
contends that the tax may be laid when earnings “are received by the stock- 
holder,” whereas he has received none; that the profits are “distributed by 
means of a stock dividend,” although a stock dividend distributes no profits ; 
that under the act of 1916 “the tax is on the stockholder’s share in corporate 
earnings,” when in truth a stockholder has no such share, and receives none 
in a stock dividend; that “the profits are segregated from his former capital, 
and he has a separate certificate representing his invested profits or gains,” 
whereas there has been no segregation of profits, nor has he any separate 
certificate representing a personal gain, since the certificates, new and old, 
are alike in what they represent—a capital interest in the entire concerns of 
the corporation. 

We have no doubt of the power or duty of a court to look through the 
form of the corporation and determine the question of the stockholder’s 
right, in order to ascertain whether he has received income taxable by con- 
gress without apportionment. But, looking through the form, we cannot 
disregard the essential truth disclosed; ignore the substantial difference be- 
tween corporation and stockholder; treat the entire organization as unreal; 
look upon stockholders as partners, when they are not such; treat- them as 
having in equity a right to a partition of the corporate assets, when they 
have none; and indulge the fiction that they have received and realized a 
share of the profits of the company, which in truth they have neither re- 
ceived nor realized. We must treat the corporation as a substantial entity 
separate from the stockholder, not only because such is the practical fact 
but because it is only by recognizing such separateness that any dividend— 
even one paid in mony or property—can be regarded as income of the stock- 
holder. Did we regard corporation and stockholders as altogether identical, 
there would be no income except as the corporation acquired it; and while 
this would be taxable against the corporation as income under appropriate 
provisions of law, the individual stockholders could not be separately and 
additionally taxed with respect to their several shares even when divided, 
since if there were entire identity between them and the company they could 
not be regarded as receiving anything from it, any more than if one’s money 
were to be removed from one pocket to another. 

Conceding that the mere issue of a stock dividend makes the recipient 
no richer than before, the government nevertheless contends that the new 
certificates measure the extent to which the gains accumulated by the cor- 
poration have made him the richer. There are two insuperable difficulties 
with this: In the first place, it would depend upon how long he had held 
the stock whether the stock dividend indicated the extent to which he had 
been enriched by the operations of the company; unless he had held it 
throughout such operations the measure would not hold true. Secondly, and 
more important for present purposes, enrichment through increase in value 
of capital investment is not income in any proper meaning of the term. 

The complaint contains averments respecting the market prices of stock 
such as plaintiff held, based upon sales before and after the stock dividend, 
tending to show that the receipt of the additional 1,100 shares did not sub- 
stantially change the market value of her entire holdings. This tends to 
show that in this instance market quotations reflected intrinsic values—a 
thing they do not always do. But we regard the market prices of the 
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securities as an unsafe criterion in an inquiry such as the present, when 
the question must be, not what will the thing sell for, but what is it in 
truth and in essence. 

It is said there is no difference in principle between a simple stock divi- 
dend and a case where stockholders use money received as cash dividends 
to purchase additional stock contemporaneously issued by the corporation. 
But an actual cash dividend, with a real option to the stockholder either to 
keep the money for his own or to reinvest it in new shares, would be as far 
removed as possible from a true stock dividend, such as the one we have 
under consideration, where nothing of value is taken from the company’s 
assets and transferred to the individual ownership of the several stock- 
holders and thereby subjected to their disposal. 

The government’s reliance upon the supposed analogy between a dividend 
of the corporation’s own shares and one made by distributing shares owned 
by it in the stock of another company, calls for no comment beyond the 
statement that the latter distributes assets of the company among the share- 
holders while the former does not; and for no citation of authority except 
Peabody vs. Eisner, 247 U. S. 347, 349-350. 

Two recent decisions, proceeding from courts of high jurisdiction, are 
cited in support of the position of the government. 

Swan Brewery Co., Ltd. v. Rex [1914], A. C. 231, arose under the Divi- 
dend Duties Act of Western Australia, which provided that “dividend” 
should include “every dividend, profit, advantage, or gain intended to be paid 
or credited to or distributed among any members or directors of any com- 
pany,” except, etc. There was a stock dividend, the new shares being 
allotted among the shareholders pro rata; and the question was whether this 
was a distribution of a dividend within the meaning of the act. The judicial 
committee of the privy council sustained the dividend duty upon the ground 
that, although “in ordinary language the new shares would not be called a 
dividend, nor would the allotment of them be a distribution of a dividend,” 
yet, within the meaning of the act, such new shares were an “advantage” to 
the recipients. There being no constitutional restriction upon the action of 
the lawmaking body, the case presented merely a question of statutory con- 
struction, and manifestly the decision is not a precedent for the guidance 
of this court when acting under a duty to test an act of congress by the 
limitations of a written constitution having superior force. 

In Tax Commissioner v. Putnam (1917), 227 Mass. 522, it was held that 
the 44th amendment to the constitution of Massachusetts, which conferred 
upon the legislature full power to tax incomes, “must be interpreted as in- 
cluding every item which by any reasonable understanding can fairly be 
regarded as income” (pp. 526, 531) ; and that under it a stock dividend was 
taxable as income, the court saying ‘(p. 535): “In essence, the thing which 
has been done is to distribute a symbol representing an accumulation of 
profits, which instead of being paid out in cash is invested in the business, 
thus augmenting its durable assets. In this aspect of the case the substance 
of the transaction is no different from what it would be if a cash dividend 
had been declared with the privilege of subscription to an equivalent amount 
of new shares.” We cannot accept this reasoning. Evidently, in order to 
give a sufficiently broad sweep to the new taxing provision, it was deemed 
necessary to take the symbol for the substance, accumulation for distribution, 
capital accretion for its opposite; while a case where money is paid into the 
hand of the stockholder with an option to buy new shares with it, followed 
by a hypothetical acceptance of the option, was regarded as identical in 
substance with a case where the stockholder receives no money and has no 
option. The Massachusetts court was not under an obligation, like the one 
which binds us, of applying a constitutional amendment in the light of other 
constitutional provisions that stand in the way of extending it by con- 
struction. 
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Upon the second argument, the government, recognizing the force of the 
decision in Towne v. Eisner, supra, and virtually abandoning the contention 
that a stock dividend increases the interest of the stockholder or otherwise 
enriches him, insisted as an alternative that by the true construction of the 
act of 1916 the tax is imposed not upon the stock dividend but rather upon 
the stockholder’s share of the undivided profits previously accumulated by 
the corporation; the tax being levied as a matter of convenience at the time 
such profits become manifest through the stock dividend. If so construed, 
would the act be constitutional ? 

That congress has power to tax shareholders upon their property in- 
terests in the stock of corporations is beyond question; and that such interests 
might be valued in view of the condition of the company, including its 
accumulated and undivided profits, is equally clear. But that this would be 
taxation of property because of ownership, and hence would require ap- 
portionment under the provisions of the constitution, is settled beyond 
peradventure by previous decisions of this court. 

The government relies upon Collector v. Hubbard (1870), 12 Wall. 1, 17, 
which arose under sec. 117 of the act of June 30, 1864 (Ch. 173; 13 Stat. 
223, 282), providing that “the gains and profits of all companies, whether 
incorporated or partnership, other than the companies specified in this 
section, shall be included in estimating the annual gains, profits, or income 
of any person entitled to the same, whether divided or otherwise.” The 
court held an individual taxable upon his proportion of the earnings of a 
corporation although not declared as dividends and although invested in 
assets not in their nature divisible. Conceding that the stockholder for 
certain purposes had no title prior to dividend declared, the court neverthe- 
less said (p. 18): “Grant all that, still it is true that the owner of a share 
of stock in a corporation holds the share with all its incidents, and that 
among those incidents is the right to receive all future dividends; that is, 
his proportional share of all profits not then divided. Profits are incident 
to the share to which the owner at once becomes entitled provided he 
remains a member of the corporation until a dividend is made. Regarded as 
an incident to the shares, undivided profits are property of the shareholder, 
and as such are the proper subject of sale, gift or devise. Undivided profits 
invested in real estate, machinery, or raw material for the purpose of being 
manufactured are investments in which the stockholders are interested, and 
when such profits are actually appropriated to the payment of the debts of 
the corporation they serve to increase the market value of the shares, 
whether held by the original subscribers or by assignees.” In so far as this 
seems to uphold the right of congress to tax without apportionment a stock- 
holder’s interest in accumulated earnings prior to dividend declared, it must 
be regarded as overruled by Pollock v. Farmers Loan & Trust Co., 158 
U. S. 601, 627, 628, 637. Conceding Collector v. Hubbard was inconsistent 
with the doctrine of that case, because it sustained a direct tax upon property 
not apportioned among the states, the government nevertheless insists that the 
sixteenth amendment removed this obstacle, so that now the Hubbard case 
is authority for the power of congress to levy a tax on the stockholder’s 
share in the accumulated profits of the corporation even before division by 
the declaration of a dividend of any kind. Manifestly this argument must 
be rejected, since the amendment applies to income only, and what is called 
the stockholder’s share in the accumulated profits of the company is capital, 
not income. As we have pointed out, a stockholder has no individual share 
in accumulated profits, nor in any particular part of the assets of the cor- 
poration, prior to dividend declared. 

Thus, from every point of view, we are brought irresistibly to the con- 
clusion that neither under the sixteenth amendment nor otherwise has con- 
gress power to tax without apportionment a true stock dividend made law- 
fully and in good faith, or the accumulated profits behind it, as income of 
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the stockholder. The revenue act of 1916, in so far as it imposes a tax upon 
the stockholder because of such dividend, violates the provisions of article 
I, section 2, clause 3, and article I, section 9, clause 4, of the constitution, 
and to this extent is invalid notwithstanding the sixteenth amendment. 


Judgment affirmed. 


Mr. Justice BrANnpets delivered the following opinion: 


Financiers, with the aid of lawyers, devised long ago two different 
methods by which a corporation can, without increasing its indebtedness, keep 
for corporate purposes accumulated profits, and yet, in effect, distribute 
these profits among its stockholders. One method is a simple one. The 
capital stock is increased; the new stock is paid up with the accumulated 
profits; and the new shares of paid-up stock are then distributed among the 
stockholders pro rata as a dividend. If the stockholder prefers ready money 
to increasing his holding of the stock in the company, he sells the new stock 
received as a dividend. The other method is slightly more complicated. 
Arrangements are made for an increase of stock to be offered to stock- 
holders pro rata at par and, at the same time, for the payment of a cash 
dividend equal to the amount which the stockholder will be required to pay 
to the company, if he avails himself of the right to subscribe for his pro 
rata of the new stock. If the stockholder takes the new stock, as is ex- 
pected, he may endorse the dividend check to the corporation and thus pay 
for the new stock. In order to ensure that all the new stock so offered will 
be taken, the price at which it is offered is fixed far below what it is be- 
lieved will be its market value. If the stockholder prefers ready money to 
an increase of his holdings of stock, he may sell his right to take new stock 
pro rata, which is evidenced by an assignable instrument. In that event the 
purchaser of the rights repays to the corporation, as the subscription price 
of the new stock, an amount equal to that which it had paid as a cash divi- 
dend to the stockholder. 

Both of these methods of retaining accumulated profits while in effect 
distributing them as a dividend had been in common use in the United 
States for many years prior to the adoption of the sixteenth amendment. 
They were recognized equivalents. Whether a particular corporation em- 
ployed one or the other method was determined sometimes by requirements 
of the law under which the corporation was organized; sometimes it was 
determined by preferences of the individual officials of the corporation; and 
sometimes by stock market conditions. Whichever method was employed 
the resultant distribution of the new stock was commonly referred to as a 
stock dividend. How these two methods have been employed may be illus- 
trated by the action in this respect (as reported in Moody's Manual, 1918 
Industrial, and the Commercial and Financial Chronicle), of some of the 
Standard Oil companies, since the disintegration pursuant to the decision 
of this court in 1911. Standard Oil Co. v United States, 221 U. S. 1. 

(a) Standard Oil Co. (of Indiana), an Indiana corporation. It had 
on December 31, 1911, $1,000,000 capital stock (all common), and a large 
surplus. On May 15, 1912, it increased its capital stock to $30,000,000, and 
paid a simple stock dividend of 2900 per cent in stock. 

(b) Standard Oil Co. (of Nebraska), a Nebraska corporation. It had 
on December 31, 1911, $600,000 capital stock (all common), and a substan- 
tial surplus. On April 15, 1912, it paid a simple stock dividend of 33% per 
cent., increasing the outstanding capital to $800,000. During the calendar 
year 1912 it paid cash dividends aggregating 20 per cent; but it earned con- 
siderably more, and had at the close of the year again a substantial surplus. 
On June 20, 1913, it declared a further stock dividend of 25 per cent, thus 
increasing the capital to $1,000,000. 

(c) The Standard Oil Co. (of Kentucky), a Kentucky corporation. 
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It had on December 31, 1913, $1,000,000 capital stock (all common) and 
$3,701,710 surplus. Of this surplus $902,457 had been earned during the 
calendar year 1913, the net profits of that year having been $1,002,457 and 
the dividends paid only $100,000 (10 per cent). On December 22, 1913, a 
cash dividend of $200 per share was declared payable on February 14, 1914, 
to stockholders of record January 31, 1914; and these stockholders were 
offered the right to subscribe for an equal amount of new stock at par and 
to apply the cash dividend in payment therefor. The outstanding stock was 
thus increased to $3,000,000. During the calendar years 1914, 1915 and 1916, 
quarterly dividends were paid on this stock at an annual rate of between 
15 per cent and 20 per cent, but the company’s surplus increased by $2,347,614, 
so that on December 31, 1916, it had a large surplus over its $3,000,000 
capital stock. On December 15, 1916, the company issued a circular to 
the stockholders, saying: 

“The company’s business for this year has shown a very good increase 
in volume and a proportionate increase in profits, and it is estimated that 
by January 1, 1917, the company will have a surplus of over $4,000,000. The 
board feels justified in stating that if the proposition to increase the capital 
stock is acted on favorably, it will be proper in the near future to declare a 
cash dividend of 100 per cent; and to allow the stockholders the privilege 
pro rata according to their holdings, to purchase the new stock at par, the 
plan being to allow the stockholders, if they desire, to use their cash divi- 
dend to pay for the new stock.” 

The increase of stock was voted. The company then paid a cash dividend 
of 100 per cent, payable May 1, 1917, again offiering to such stockholders 
the right to subscribe for an equal amount of new stock at par and to apply 
the cash dividend in payment therefor. 

Moody's Manual, describing the transaction with exactness, says first 
that the stock was increased from $3,000,000 to $6,000,000, “a cash dividend 
of 100 per cent, payable May 1, 1917, being exchanged for one share of new 
stock, the equivalent of a 100 per cent stock dividend.” But later in the 
report giving, as customary in the Manual, the dividend record of the 
company, the Manual says: “A stock dividend of 200 per cent was paid 
February 14, 1914, and one of 100 per cent on May 1, 1917.” And in report- 
ing specifically the income account of the company for a series of years 
ending December 31, covering net profits, dividends paid and surplus for the 
year, it gives as the aggregate of dividends for the year 1917, $660,000 
(which was the aggregate paid on the quarterly cash dividend—s5 per cent 
January and April; 6 per cent July and October); and adds in a note: 
“In addition a stock dividend of 100 per cent was paid during the year.” 
The Wall Street Journal of May 2, 1917, p. 2, quotes the 1917 “High” price 
for Standard Oil of Kentucky as “375 Ex. Stock Dividend.” 

It thus appears that among financiers and investors the distribution of 
the stock by whichever method effected is called a stock dividend; that the 
two methods by which accumulated profits are legally retained for corporate 
purposes and at the same time distributed as dividends are recognized by 
them to be equivalents; and that the financial results to the corporation and 
to the stockholders of the two methods are substantially the same—unless a 
difference results from the application of the federal income tax law. 

Mrs. Macomber, a citizen and resident of New York, was, in the year 
1916, a stockholder in the Standard Oil Company (of California), a cor- 
poration organized under the laws of California and having its principal 
place of business in that state. During that year she received from the 
company a stock dividend representing profits earned since March 1, 1913. 
The dividend was paid by direct issue of the stock to her according to the 
simple method described above, pursued also by the Indiana and Nebraska 
companies. In 1917 she was taxed under the federal law on the stock divi- 
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dend so received at its par value of $100 a share, as income received during 
the year 1916. Such a stock dividend is income as distinguished from capital, 
both under the law of New York and under the law of California; because 
in both states every dividend representing profits is deemed to be income 
whether paid in cash or in stock. It had been so held in New York, where 
the question arose as between life-tenant and remainderman, Lowery v. 
Farmers Loan & Trust Company, 172 N. Y. 137; Matter of Osborne, 200 
N. Y. 450; and also, where the question arose in matters of taxation; 
People v. Glynn, 130 N. Y. App. Div. 332; 1908 N. Y. 605. It has been so 
held in California, where the question appears to have arisen only in con- 
troversies between life-tenant and remainderman. Estate of Dufiill, 58 Cal. 
Dec. 97; 183 Pac. 337. 

It is conceded that if the stock dividend paid to Mrs. Macomber had been 
made by the more complicated method pursued by the Standard Oil Company 
of Kentucky; that is, issuing rights to take new stock pro rata and paying 
to each stockholder simultaneously a dividend in cash sufficient in amount 
to enable him to pay for this pro rata of new stock to be purchased—the 
dividend so paid to him would have been taxable as income, whether he 
retained the cash or whether he returned it to the corporation in payment 
for his pro rata of new stock. But it is contended that, because the simple 
method was adopted of having the new stock issued direct to the stockholders 
as paid-up stock, the new stock is not to be deemed income, whether she 
retained it or converted it into cash by sale. If such a different result can 
flow merely from the difference in the method pursued, it must be because 
congress is without power to tax as income of the stockholder either the 
stock received under the latter method or the proceeds of its sale; for 
congress has, by the provisions in the revenue act of 1916, expressly de- 
clared its purpose to make stock dividends, by whichever method paid, 
taxable as income. 

The sixteenth amendment proclaimed February 25, 1913, declares: 

“The congress shall have power to lay and collect taxes on incomes from 
whatever source derived, without apportionment among the several states 
and without regard to any census or enumeration.” 

The revenue act of September 8, 1916, c. 463, 39 Stat. 756, 757, provided: 

“That the term ‘dividends’ as used in this title shall be held to mean any 
distribution made or ordered to be made by a corporation, . . . out of 
its earnings or profits accrued since March first, nineteen hundred and 
thirteen, and payable to its shareholders, whether in cash or in stocks of 
the corporation . . . which dividend shall be considered income, to the 
amount of its cash value.” 

Hitherto powers conferred upon congress by the constitution have been 
liberally construed, and have been held to extend to every means appropriate 
to attain the end sought. In determining the scope of the power the sub- 
stance of the transaction, not its form, has been regarded. Martin v. 
Hunter, 1, Wheaton 304, 326; McCullough v. Maryland, 4 Wheaton 316, 
407, 415; Brown v. Maryland, 12 Wheaton 410, 446; Craig v. Missouri, 4 
Pet. 410, 433: Jarrolt v. Moberly, 103 U. S. 580, 585, 587; Legal Tender 
Case, 110 U. S. 421, 444; Lithograph Co. v. Sarony, 111 U. S. 53, 58; United 
States v. Realty Co., 163 U. S. 427, 440, 441, 442; South Carolina v. United 
States, 199 U. S. 437, 448-9. Is there anything in the phraseology of the 
sixteenth amendment or in the nature of corporate dividends which should 
lead to a departure from these rules of construction and compel this court 
to hold, that congress is powerless to prevent a result so extraordinary as 
that here contended for by the stockholder? 

First: The term “income,” when applied to the investment of the stock- 
holder in a corporation, had, before the adoption of the sixteenth amendment, 
been commonly understood to mean the returns from time to time received 
by the stockholder from gains or earnings of the corporation. A dividend 
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received by a stockholder from a corporation may be either in distribution 
of capital assets or in distribution of profits. Whether it is the one or the 
other is in no way affected by the medium in which it is paid, nor by the 
method or means through which the particular thing distributed as a dividend 
was procured. If the dividend is declared payable in cash, the money with 
which to pay it is ordinarily taken from surplus cash in the treasury. But 
(if, there are profits legally available for distribution and the law under 
which the company was incorporated so permits) the company may raise the 
money by discounting negotiable paper; or by selling bonds, scrip or stock 
of another corporation then in the treasury; or by selling its own bonds, 
scrip or stock then in the treasury; or by selling its own bonds, scrip or stock 
issued expressly for that purpose. How the money shall be raised is wholly 
a matter of financial management. The manner in which it is raised in no 
way affects the question whether the dividend received by the stockholder is 
income or capital; nor can it conceivably affect the question whether it is 
taxable as income. 

Likewise whether a dividend declared payable from profits shall be paid 
in cash or in some other medium is also wholly a matter of financial man- 
agement. If some other medium is decided upon, it is also wholly a question 
of financial management whether the distribution shall be, for instance, in 
bonds, scrip or stock of another corporation or in issues of its own. And 
if the dividend is paid in its own issues, why should there be a difference in 
result dependent upon whteher the distribution was made from such securities 
then in the treasury or from others to be created and issued by the company 
expressly for that purpose? So far as the distribution may be made from 
its own issues of bonds, or preferred stock created expressly for the pur- 
pose, it clearly would make no difference in the decision of the question 
whether the dividend was a distribution of profits, that the securities had to 
be created expressly for the purpose of distribution. If a dividend paid in 
securities of that nature represents a distribution of profits congress may, of 
course, tax it as income of the stockholder. Is the result different where the 
security distributed is common stock? 

Suppose that a corporation having power to buy and sell its own stock, 
purchases, in the interval between its regular dividend dates, with monies 
derived from current profits, some of its own common stock as a tem- 
porary investment, intending at the time of purchase to sell it before the 
next dividend date and to use the proceeds in paying dividends, but later, 
deeming it inadvisable either to sell this stock or to raise by borrowing the 
money necessary to pay the regular dividend in cash, declares a dividend 
payable in this stock—can anyone doubt that in such a case the dividend in 
common stock would be income of the stockholder and constitutionally tax- 
able as such? See Green v. Bissell, 79 Conn. 547; Leland v. Hayden, 102 
Mass. 542. And would it not likewise be income of the stockholder subject 
to taxation if the purpose of the company in buying the stock so distributed 
had been from the beginning to take it off the market and distribute it among 
the stockholders as a dividend, and the company actually did so? And pro- 
ceeding a short step further: Suppose that a corporation decided to capi- 
talize some of its accumulated profits by creating additional common stock 
and selling the same to raise working capital, but after the stock has been 
issued and certificates therefor are delivered to the bankers for sale, general 
financial conditions make it undesirable to market the stock, and the company 
concludes that it is wiser to husband, for working capital, the cash which it 
had intended to use in paying stockholders a dividend, and, instead, to pay 
the dividend in the common stock which it had planned to sell: Would not 
the stock so distributed be a distribution of profits—and, hence, when re- 
ceived, be income of the stockholder and taxable as such? If this be con- 
ceded, why should it not be equally income of the stockholder, and taxable 
as such, if the common stock created by capitalizing profits had been originally 


380 
































Income-Tax Department 


created for the express purpose of being distributed as a dividend to the 
stockholder who afterwards received it? 

Second: It has been said that a dividend payable in bonds or preferred 
stock created for the purpose of distributing profits may be income and 
taxable as such, but that the case is different where the distribution is in 
common stock created for that purpose. Various reasons are assigned for 
making this distinction. One is that the proportion of the stockholder’s own- 
ership to the aggregate number of the shares of the company is not changed 
by the distribution. But that is equally true where the dividend is paid in 
its bonds or in its preferred stock. Furthermore, neither maintenance nor 
change in the proportionate ownership of a stockholder in a corporation has 
any bearing upon the question here involved. Another reason assigned is that 
the value of the old stock held is reduced approximately by the value of the 
new stock received, so that the stockholder after receipt of the stock dividend 
has no more than he had before it was paid. That is equally true whether 
the dividend be paid in cash or in other property; for instance, bonds, scrip 
or preferred stock of the company. The payment from profits of a large 
cash dividend, and even a small one, customarily lowers the then market 
value of stock because the undivided property represented by each share has 
been correspondingly reduced. The argument which appears to be most 
strongly urged for the stockholders is, that when a stock dividend is made, 
no portion of the assets of the company is thereby segregated for the stock- 
holder. But does the issue of new bonds or of preferred stock created for 
use as a dividend result in any segregation of assets for the stockholder? 
In each case he receives a piece of paper which entitles him to certain rights 
in the undivided property. Clearly segregation of assets in a physical sense 
is not an essential of income. The year’s gains of a partner is taxable as 
income, although there, likewise, no segregation of his share in the gains 
from that of his partners is had. 

The objection that there has been no segregation is presented also in 
another form. It is argued that until there is a segregation, the stockholder 
cannot know whether he has really received gains; since the gains may be 
invested in plant or merchandise or other property and perhaps be later lost. 
But is not this equally true of the share of a partner in the year’s profits of 
the firm or, indeed, of the profits of the individual who is engaged in busi- 
ness alone? And is it not true, also, when dividends are paid in cash? The 
gains of a business, whether conducted by an individual, by a firm or by a 
corporation, are ordinarily reinvested in large part. Many a cash dividend 
honestly declared as a distribution of profits proves later to have been paid 
out of capital, because errors in forecast prevent correct ascertainment of 
values. Until a business adventure has been completely liquidated, it can 
never be determined with certainty whether there have been profits unless the 
returns have at least exceeded the capital orginally invested. Business men, 
dealing with the problem practically, fix necessarily periods and rules for 
determining whether there have been net profits—that is, income or gains. 
They protect themselves from being seriously misled by adopting a system 
of depreciation charges and reserves. Then they act upon their own deter- 
mination whether profits have been made. Congress in legislating has wisely 
adopted their practices as its own rules of action. 

Third: The government urges that it would have been within the power 
of congress to have taxed as income of the stockholder his pro rata share 
of undistributed profits earned, even if no stock dividend representing it had 
been paid. Strong reasons may be assigned for such a view. See The 
Collector v. Hubbard, 12 Wall. 1. The undivided share of a partner in the 
year’s undisturbed profits of his firm is taxable as income of the partner, 
although the share in the gain is not evidenced by any action taken by the 
firm. Why may not the stockholder’s interest in the gains of the company ? 
The law finds no difficulty in disregarding the corporate fiction whenever 
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that is deemed necessary to attain a just result. Linn Timber Co. v. United 
States, 236 U, S. 574; see Morawetz on Corporations (2d ed.), secs. 227-231 ; 
Cook on Corporations (7th ed. ), secs. 663, 664. The stockholder’s interest 
in the property of the corporation differs, not fundamentally but in form 
only, from the interest of a partner in the property of the firm. There is 
much authority for the proposition that, under our law, a partnership or 
joint stock company is just as distinct and palpable an entity in the idea of 
the law, as distinguished from the individuals composing it, as is a corpora- 
tion. No reason appears why congress, in legislating under a grant of power 
so comprehensive as that authorizing the levy of an income tax, should be 
limited by the particular view of the relation of the stockholder to the cor- 
poration and its property which may, in the absence of legislation, have 
been taken by this court. But we have no occasion to decide the question 
whether congress might have taxed to the stockholder his undivided share 
of the corporation’s earnings. For congress has in this act limited the in- 
come tax to that share of the stockholder in the earnings which is, in effect, 
distributed by means of the stock dividend paid. In other words, to render 
the stockholder taxable there must be both earnings made and a dividend 
paid. Neither earnings without dividend—nor a dividend without earnings— 
subjects the stockholder to taxation under the revenue act of 1916. 

Fourth: The equivalency of all dividends representing profits, whether 
paid in cash or in stock, is so complete that serious question of the taxability 
of stock dividends would probably never have been made, if congress had 
undertaken to tax only those dividends which represented profits earned 
during the year in which the dividend was paid or in the year preceding. 
But this court, construing liberally not only the constitutional grant of power 
but also the revenue act of 1913, held that congress might tax, and had 
taxed, to the stockholder dividends received during the year, although earned 
by the company long before, and even prior to the adoption of the sixteenth 
amendment. Lynch v. Hornby, 247 U. S. 339. That rule, if indiscriminately 
applied to all stock dividends representing profits earned, might, in view of 
corporate practice, have worked considerable hardship, and have raised 
serious questions. Many corporations, without legally capitalizing any part 
of their profits, had assigned definitely some part or all of the annual 
balances remaining after paying the usual cash dividends, to the uses to 
which permanent capital is ordinarily applied. Some of the corporations 
doing this transferred such balances on their books to “surplus” account— 
distinguishing between such permanent “surplus” and the “undivided profits” 
account. Other corporations, without this formality, had assumed that the 
annual accumulating balances carried as undistributed profits were to be 
treated as capital permanently invested in the business. And still others, 
without definite assumption of any kind, had so used undivided profits for 
capital purposes. To have made the revenue law apply retroactively so as 
to reach such accumulated profits, if and whenever it should be deemed 
desirable to capitalize them legally by the issue of additional stock distributed 
as a dividend to stockholders, would have worked great injustice. Congress 
endeavored in the revenue act of 1916 to guard against any serious hardship 
which might otherwise have arisen from making taxable stock dividends 
representing accumulated profits. It did not limit the taxability to stock 
dividends representing profits earned within the tax year or in the year 
preceding; but it did limit taxability to such dividends representing profits 
earned since March 1, 1913. Thereby stockholders were given notice that 
their share also in undistributed profits accumulating thereafter was at some 
time to be taxed as income. And congress sought by section 3 to discourage 
the postponement of distribution for the illegitimate purpose of evading 
liability to surtaxes. 

Fifth: The decision of this court, that earnings made before the 
adoption of the sixteenth amendment but paid out in cash dividend after its 
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adoption were taxable as income of the stockholder, involved a very liberal 
construction of the amendment. To hold now that earnings both made and 
paid out after the adoption of the sixteenth amendment cannot be taxed 
as income of the stockholder, if paid in the form of a stock dividend, in- 
volves an exceeding narrow construction of it. As said by Mr. Chief 
Justice Marshall in Brown v. Maryland, 12 Wheat. 419, 446: “To construe 
the power so as to impair its efficacy, would tend to defeat an object, in the 
attainment of which the American public took, and justly took, the strong 
interest which arose from a full conviction of its necessity.” 

No decision heretofore rendered by this court requires us to hold that 
congress, in providing for the taxation of stock dividends, exceeded the 
power conferred upon it by the sixteenth amendment. The two cases mainly 
relied upon to show that this was beyond the power of congress are Towne v. 
Eisner, 245 U. S. 418, which involved a question not of constitutional power 
but of statutory construction, and Gibbons v. Mahon, 136 U. S. 549, which 
involved a question arising between life-tenant and remainderman. So far 
as concerns Towne v. Eisner we have only to bear in mind what was there 
said (p. 425): “But it is not necessarily true that income means the same 
thing in the constitution and the [an] act.” Gibbons v. Mahon is even less an 
authority for a narrow construction of the power to tax incomes conferred 
by the sixteenth amendment. In that case the court was required to determine 
how, in the administration of an estate in the District of Columbia, a stock 
dividend, representing profits, received after the decedent’s death, should be 
disposed of as between life-tenant and remainderman. The question was in 
essence: What shall the intention of the testator be presumed to have been? 
On this question there was great diversity of opinion and practice in the 
courts of English-speaking countries. Three well-defined rules were then 
competing for acceptance; two of these involves an arbitrary rule of dis- 
tribution, the third equitable apportionment. See Cook on Corporations 
(7th ed.), sections 552-558. 

1. The so-called English rule, declared in 1799, by Brander v. Brander, 
4 Ves. Jr. 800, that a dividend representing profits, whether in cash, stock 
or other property, belongs to the life-tenant if it was a regular or ordinary 
dividend, and belongs to the remainderman if it was an extraordinary 
dividend. 

2. The so-called Massachusetts rule, declared in 1868 by Minot v, Paine, 
09 Mass. tor, that a dividend representing profits, whether regular, ordinary 
or extraordinary, if in cash belongs to the life-tenant, and if in stock belongs 
to the remainderman. 

3. The so-called Pennsylvania rule declared in 1857 by Earp’s Appeal, 
28 Pa. St. 368, that where a stock dividend is paid, the court shall inquire 
into the circumstances under which the fund had been earned and accumu- 
lated out of which the dividend, whether a regular, an ordinary or an ex- 
traordinary one, was paid. If it finds that the stock dividend was paid out of 
profits earned since the decedent’s death, the stock dividend belongs to the 
life-tenant; if the court finds that the stock dividend was paid from capital 
or from profits earned before the decedent’s death, the stock dividend belongs 
to the remainderman. 

This court adopted in Gibbons v. Mahon as the rule of administration for 
the District of Columbia the so-called Massachusetts rule, the opinion being 
delivered in 1890 by Mr. Justice Gray. Since then the same question has 
come up for decision in many of the states. The so-called Massachusetts 
rule, although approved by this court, has found favor in only a few states. 
The so-called Pennsylvania rule, on the other hand, has been adopted since 
by so many of the states (including New York and California) that it has 
come to be known as the “American rule.” Whether, in view of these facts 
and the practical results of the operation of the two rules as shown by the 
experience of the thirty years which have elapsed since the decision in 
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Gibbons v. Mahon, it might be desirable for this court to reconsider the 
question there decided, as some other courts have done (see 29 Harvard Law 
Review, 551), we have no occasion to consider in this case. For, as this 
court there pointed out (p. 560), the question involved was one “between the 
owners of successive interests in particular shares,” and not, as in Bailey v. 
Railroad Co., 22 Wall. 604, a question “between the corporation and the 
government, and [which] depended upon the terms of a statute carefully 
framed to prevent corporations from evading payment of the tax upon their 
their earnings.” 

We have, however, not merely argument, we have examples which should 
convince us that “there is no inherent, necessary and immutable reason why 
stock dividends should always be treated as capital.” Tax Commissioner v. 
Putnam, 227 Mass. 522, 533. The supreme judicial court of Massachusetts 
has steadfastly adhered, despite ever-renewed protest, to the rule that every 
stock dividend is, as between life-tenant and remainderman, capital and not 
income. But in construing the Massachusetts income-tax amendment, which 
is substantially identical with the federal amendment, that court held that 
the legislature was thereby empowered to levy an income tax upon stock 
dividends representing profits. The courts of England have, with some re- 
laxation, adhered to their rule that every extraordinary dividend is, as 
between life-tenant and remainderman, to be deemed capital. But in 1913 
the judicial committee of the privy council held that a stock dividend repre- 
senting accumulated profits was taxable like an ordinary cash dividend, 
Swan Brewery Company, Limited, v. The King, L. R. (1914) A. C. 231. 
In dismissing the appeal these words of the chief justice of the supreme 
court of Western Australia were quoted (p. 236) which show that the facts 
involved were identical with those in the case at bar: “Had the company 
distributed the £101,450 among the shareholders, and had the shareholders 
repaid such sums to the company as the price of the 81,160 new shares, the 
duty on the £101,450 would clearly have been payable. Is not this virtually 
the effect of what was actually done? I think it is.” 

Sixth: If stock dividends representing profits are held exempt from 
taxation under the sixteenth amendment, the owners of the most successful 
businesses in America will, as the facts in this case illustrate, be able to 
escape taxation on a large part of what is actually their income. So far as 
their profits are represented by stock received as dividends they will pay 
these taxes not upon their income but only upon the income of their income. 
That such a result was intended by the people of the United States when 
adopting the sixteenth amendment is inconceivable. Our sole duty is to 
ascertain their intent as therein expressed. In terse, comprehensive language 
befitting the constitution, they empowered congress “to lay and collect taxes 
on incomes from whatever source derived.” They intended to include thereby 
everything which by reasonable understanding can fairly be regarded as 
income, That stock dividends representing profits are so regarded, not only 
by the plain people but by investors and financiers, and by most of the courts 
of the country, is shown, beyond peradventure, by their acts and by their 
utterances. It seems to me clear, therefore, that congress possesses the 
power which it exercised to make dividends representing profits, taxable as 
income, whether the medium in which the dividend is paid be cash or stock, 
and that it may define, as it has done, what dividends representing profits 
shall be deemed income. It surely is not clear that the enactment exceeds 
the power granted by the sixteenth amendment. And, as this court has so 
often said, the high prerogative of declaring an act of congress invalid, 
should never be exercised except in a clear case. “It is but a decent respect 
due to the wisdom, the integrity, and the patriotism of the legislative body, 
by which any law is passed, to presume in favor of its validity, until its 
violation of the constitution is proved beyond a reasonable doubt.” Ogden 
wv. Saunders, 12 Wheaton 213, 270. 
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Mr. Justice Hormes delivered the following opinion: 


I think that Towne v. Eisner, 245 U. S. 418, was right in its reasoning 
and result and that on sound principles the stock dividend was not income. 
But it was clearly intimated in that case that the construction of the statute 
then before the court might be different from that of the constitution. 245 
U. S. 425. I think that the word “incomes” in the sixteenth amendment should 
be read in “‘a sense most obvious to the common understanding at the time of 
its adoption.” Bishop v. State, 149 Ind. 223, 230; State v. Butler, 70 Fila. 
102, 133. For it was for public adoption that it was proposed. M’Culloch v. 
Maryland, 4 Wheat. 316, 407. The known purpose of this amendment was 
to get rid of nice questions as to what might be direct taxes, and I cannot 
doubt that most people not lawyers would suppose when they voted for it 
that they put a question like the present to rest. I am of opinion that the 
amendment justifies the tax. See Tax Commissioner v. Putnam, 227 Mass. 
522, 532, 533. . ian 

Mr. Justice Day concurs in this opinion. 
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Epirep sy SzeyMour WALTON 
(AssistTep By H. A. FINNEY) 


Lawyer vs. ACCOUNTANT IN PARTNERSHIP LIQUIDATION 


Accountants and lawyers frequently differ radically in their ideas of the 
proper basis on which to divide the assets of a partnership when it is closed, 
either by liquidation or by a sale to a corporation for shares of stock. The 
following problem was given in the Ohio C. P. A. examination in October, 
1919. The following correspondence ensued between us and a man who sat 
in the examination, whom we designate as “Candidate” : 


Problem 


J. B. Brown and L. C. Smith are partners, and in order to raise more 
capital and to preserve the organization they decide to incorporate. A com- 
pany was duly incorporated under the name of the Eclipse Company, with 
an authorized capital of $800,000.00, divided into 8,000 shares of the par 
value of $100.00 each. 

The partners agreed to sell for the sum of $800,000.00, payable in capital 
stock of the corporation at par, all rights to and title in the net assets of 
the partnership, exclusive of the cash, which was divided ‘between the 
partners in proportion to their several interests at the time of the sale of 
the property. 

According to the articles of partnership Brown and Smith were equally 
interested in the assets, but the profits and losses were on a basis of 60% 
and 40%, respectively. 

The partnership balance-sheet at the time of sale was: 


ECE OPO POT TEN AEN LTE $200,000.00 
Eee ce nad cin cndeake ieaes eeenn tees 10,000.00 
ET tidisn os oc sdagephe vimebaehwennnesd 100,000.00 
cicadas cadnaneneinsnes 150,000.00 
Machinery and equipment......................-. 100,000.00 

et ca a aie eee he te $560,000.00 
i os nal a Rd og $100,000.00 
NE i tsnk vedhedghenanaaabenelaas 40,000.00 
EER en eit eye Ee 210,000.00 
6 5sccsanetadedon senneeaabneseos 210,000.00 

a SIE ee ae a ete | a $560,000.00 


For the purpose of providing working capital the partnership donated 
$300,000.00 of the capital stock to the corporation, which was subsequently 
sold at $50.00 per share. 

You are required to close the partnership books, showing ledger accounts 
of partners only; open corporation books; prepare balance-sheet of the cor- 
poration before sale of donated stock; prepare a balance-sheet after sale of 
donated stock. 
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Editor, Students’ Department: 


Sm: Accept my apology for addressing you. However, I wish to sub- 
mit for your consideration a friendly controversy which has arisen between 
another accountant and myself, and I sincerely trust I may receive your 
opinion as to the question growing out of the problem hereto attached. 

My friend contends that the net assets of $410,000.00 are sold for $800,- 
000.00, par value of stock, whereby a goodwill is created to the extent of 
$300,000.00, which is reduced by $300,000.00 when the partners return that 
amount of the par value of the stock, leaving $90,000.00 “profit” to be divided 
60% and 40% between Brown and Smith, respectively. 

I contend that the transaction amounts to the partners’ adding $1 50,000.00 
cash to $410,000.00 net assets, total $560,000.00, of which they sell an equity 
representing three-eighths, or $210,000.00, for $150,000.00, which entails a 
“loss” of $60,000.00 to the partners; and, that in the absence of express 
agreement, it is incorrect and unjust to change from the use of the money 
or gold standard of measure of value to a corporation-stock-par-value 
measure of value, especially when the stock of such company sells for one- 
half of its par value. 

Trusting that you will favor me with your opinion as to which is the 
correct, just and reasonable of the above two contentions, stating your 
reasons therefor, I beg to remain, 

Yours truly, 
CANDIDATE. 


To this we replied by mail on December 1, 1919: 

Like the majority of contracts of this character, that of Brown and Smith 
is lacking in one of the essential conditions. There is no information as to 
the basis for the valuation of the stock to be divided between them. It is not 
even stated that the goodwill of the firm was valued at $90,000.00. The result 
is that there are three possible solutions: 

(a) The stock may be taken as worth what is paid for it; 

(b) The stock may be taken over at par; 

(c) The stock may be taken as worth only 50 cents on the dollar, 
although there does not appear to be anything at the time 
of the transfer that would indicate such a value. 

As the donation of $300,000.00 of the stock must have been part of the 
agreement of the re-organization, the net receipt of $500,000.00 of stock is 
taken as the basis of all the calculations. 

(a) Brown and Smith realized $500,000.00 of stock for the net worth 
of $410,000.00, making the stock worth 82. If taken over by the partners 
at this rate, there was no profit or loss to be divided. Each partner would 
receive: 

GONE eos. tm hic aka Gees tate eaeesan eee $ 5,000.00 
SRO, MHD GIG, GE DD... oc cvccccccsdcvssecess 205,000.00 $210,000.00 


(b) Acquiring $500,000.00 of stock for net assets of $410,000.00 would 
imply a profit of $90,000.00. Of this Brown would get credit for 60%, or 
$54,000.00, raising his capital to $264,000.00, and Smith would receive 40%, 
or $36,000.00, making his capital $246,000. Their proportionate holdings 
therefore would be 264/510 and 246/510, with cash $10,000 and stock $500,000 
to divide, 
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Of the cash Brown would get 44/85, or........... $ 5,176.47 
Smith would get 41/85, or... ...........ee ee eeees 4,823.53 $ 10,000.00 


Of the stock on the same basis Brown would get.. .$ 258,823.50 
oooh ob ocr daves tods<descbebasues 241,176.50 $500,000.00 


(c) With the stock taken over at a valuation of $50.00 per share, a 
value of $250,000.00 would have been received for net assets of $410,000.00, 
involving a loss of $160,000. Of this, 60%, or $96,000.00, would be charged 
to Brown, reducing his capital to $114,000.00, and 40%, or $64,000.00, charged 
to Smith, making his capital $146,000. Their proportionate holdings would 
be 114/260 and 146/260, respectively. On this basis: 


Of the cash Brown would get..................-. $ 4,384.62 
ho Ji itt de Canes ewes daasda senses 5,615.38 $10,000.00 


Of the stock Brown would get $219,230.77 worth. . $109,615.38 
Smith would get $280,769.23 worth.............. 140,384.62 $250,000.00 


This last settlement probably need not be considered, as the partners 
would not have been likely to sell out on any such basis. It is impossible to 
decide between the other two without knowing more about the situation as 
viewed by the partners. It is probable that the (b) settlement was the one 
contemplated, as it gives at least a nominal value to the goodwill. 

In any event the partners, as a firm, had nothing to do with the $150,000.00 
of cash received for the donated stock. The stock was sold by the corpora- 
tion. As the firm did not receive the money it could not have added it to 
the net assets, which were sold for $500,000 in stock. It would be rather 
difficult to show how the firm could donate stock to the corporation and at 
the same time take the proceeds of that stock and use it to pay for the 
remainder of the stock. It is especially difficult in this case, since the stock 
was not sold until “subsequently” ; that is, after the transfer of the business. 

We will not waste space to give the closing entries of the partnership, as 
they are easy. The opening entries of the corporation would be (explanations 
being omitted as obvious) : 


Subscribers (Brown & Smith).. $800,000.00 
eer eT eee $800,000.00 
Assets—detailed .............. 550,000.00 
SES ee 390,000.00 
Liabilities—detailed ....... 140,000.00 
I 6 ad baer ancnaic0 mo 800,000.00 
ROOMY COE on cesses. haas 300,000.00 
Working capital .......... 300,000.00 
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ON SS ey eee ee he $150,000.00 
Discount on stock............-- 150,000.00 
Treasury stock ........... $300,000.00 
Working capital .............. 300,000.00 
Discount on stock.......... 150,000.00 
SEE nin dies-neamedeebaion 150,000.00 


The last entry is justified by the fact that the donation of the stock is a 
confession that the concern is overcapitalized, thus necessitating the enor- 
mous charge to goodwill. The fact that the stock sold at 50 would indicate 
such a poor condition that the existence of any goodwill is more than 
doubtful, and that it is virtually impossible that it should be worth nearly 
half the total capitalization. 

We condense the balance-sheets of the corporation : 


Tangible assets.......... $550,000.00 Capital stock..$800,000.00 
GEE Widnes cccocces 390,000.00 Less treasury.. 300,000.00 $500,000.00 


Working capi- 


iis caideties 300,000.00 
Liabilities .... 140,000.00 
$940,000.00 $940,000.00 


After the donated stock was sold, other things being equal : 


ER eee Te $150,000.00 Capital stock.. $800,000.00 
Other tangible assets..... 550,000.00 Liabilities .... 140,000.00 
eee 240,000.00 

$940,000.00 $040,000.00 


We have included the sale of the treasury stock among the opening 
entries; but it does not really belong there, as it did not take place until 
some time afterwards. 

To this Candidate answered, under date of December 2, 1919. 


Editor, Students’ Department: 


Sir: This problem was given by the state board of accountancy of Ohio, 
at Columbus, Ohio, on Wednesday, October 15, 1919, at which time I 
answered the problem by dividing the $90,000.00 of stock between the part- 
ners on a 60% and 40% basis, and treated the corporation affairs as you 
do, so that if the stock was sold for $150,000.00 then the goodwill was 
reduced that much. 

I attached a note to my solution which was handed to the board, stating, in 
effect, that I gave the partnership solution as I felt that it was what they 
wanted, but if the partner receiving the 40% share was dissatisfied, it was 
my opinion that no court would sustain such division upon presentation of 
no more than was contained in the problem itself. 
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On the evening of October 15, 1919, I spoke to the examiners, and they 
advised me that I had answered the problem correctly, and that there was 
no merit to my opinion that the partners should divide the stock equally. 
However, with no more information than is given in the problem it is my 
opinion that any division of the net stock received, other than on an equal 
basis, is unjust. 

Question: With nothing more than is given in the problem is it just 
to divide the stock received on any other basis than an equal one? 


If you so desire, I will send you the argument of an attorney in favor 
of an equal division. 
Yours truly, 


CANDIDATE. 
Our reply was as follows: 


In answer to your question of December 2nd we most emphatically say 
that in our opinion it would be absolutely unjust to divide the stock equally, 
except under hypothesis (a) of our letter of December Ist. 

Profits must always be divided in the ratio agreed upon in the articles 
of partnership. 

In liquidation, assets must be divided in the ratio of the capital accounts 
of the partners as they exist at the time of the division. 

If the articles of partnership stated that Brown and Smith were to have 
an equal interest in the assets when their capitals were not equal, the pro- 
vision called for an impossibility, and was just as much void as if it stated 
that 6 and 4 should be equal to only 8. All that this provision in the articles 
would mean would be that Brown was to be allowed to draw out enough to 
make his capital the same as Smith’s. When profits had been credited to 
their capital accounts, Brown could draw two-thirds of his profits in addition 
to drawing as much as Smith on personal accounts. 

We shall be very glad to receive the argument in favor of an equal 
division of the stock. 


In reply to this the following argument was sent: 


At the time the business is sold let us say the partnership books stand— 


Tangible assets Brown 





$410,000.00 | $205,000.00 


| $205,000.00 


and it is discovered by the price offered that the profits have been such 
during the past that an intangible value has been developed, so that there 
stands reserved for the use of the partners goodwill which will be paid for 
in cash (to make it absolute that the goodwill is really there). We may say, 
for the present, that the books of the business stand 
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2. i... ———. ews 
$410,000.00 $205,000.00 
ee ne 
$ 90,000.00 | $205,000.00 


Reserve for goodwill 





$ 90,000.00 





Next, the goodwill becomes tangible, becomes money itself, and the 
question is: 

If, according to the articles of partnership, Brown and Smith were 
equally interested in the assets, but the profits and losses were on a basis 
of 60% and 40%, respectively, how to divide the $90,000.00, above identified, 
as “reserve for goodwill” ? 

It is fair to assume that prior to the time of the sale this business pro- 
duced a profit in excess of what might be styled an “ordinary profit” on its 
net investment. 

“The goodwill of a partnership may be said in a general way to be the 
value of its business, over and above the value of its tangible assets, and 
which has grown out of the firm name, trade worked up, and publicity 
obtained,” and “by its very nature its value depends on earnings of a certain 
amount being maintained.”—Montgomery, Auditing, Theory and Practice 
(1919), page 123. 

Therefore, in the past the profit that this intangible value (over and 
above the value of the tangible assets) produced was divided 60% and 40% 
between Brown and Smith, respectively, and with this in mind let us perform 
some unusual accounting, as follows: 


Suppose as the intangible asset of goodwill accrued (being evidenced 
by part of the profit which can be identified as resulting from that accruing 
goodwill) the partners had from time to time set up the accruing goodwill 
by charging goodwill and crediting the partners on the basis of 60% and 
40%, and at the same time, conservatively, profit and loss had been charged 
with a similar amount credited to an account identified as “reserve for 
goodwill valuation.” 


Now, indefinite time having passed, we arrive at the point when the 
goodwill is to become cash and we find our books to stand 








Pn = srsin~:-- a 
$500,00.00 | $105,000.00 
Goodwill is Brown a/c goodwill 
$ 90,000.00 | $ 54,000.00 
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: _ Smith 

$105,000.00 
____ aoe 

$ 36,000.00 


Reserve for goodwill 


$ 90,000.00 





the partners not having drawn out their profits from the goodwill; which 
if already or when drawn by the partners establishes the books as follows: 


=r Tangible assets + we wa Brown im 
$410,000.00 | $205,000.00 
ae ____ Goodwill — plete Smith a 
$ 90,000.00 $205,000.00 


Reserve for goodwill 





$ 90,000.00 





After the sale for cash (to make it absolutely certain that the assets fully 
measure their stated values) the books would stand 


_ Cash Brown 
i ; 


$500,000.00 $205,000.00 


Smith 
$205,000.00 
Reserve for goodwill 


$ 90,000.00 





The partners are “equally interested in the assets” or $500,000.00, and 
the “reserve for goodwill” was created by deductions from the profits as the 
goodwill accrued and was distributed, with other profits, 60% and 40%, to 
Brown and Smith, respectively, the purpose of the reserve being to avail 
itself as capital set aside from profits (equal in amount to the accruing 
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goodwill divided by the partners), so that if the goodwill distributed to 
and enjoyed by the partners would not materialize, then the loss would no 
more than equal the reserve established to care for the happening of that 
very contingency. 

The partners enjoyed the goodwill and the profit of the partnership during 
the lifetime of the partnership, 60% and 40%, to Brown and Smith, respec- 
tively, and goodwill is reflected in profits. Upon the death of the partnership 
the goodwill realizes $90,000.00 profits, not because Brown and Smith have 
for some time past enjoyed profits ascribed to that goodwill, but because the 
purchaser believes that future profits will be traced to that goodwill. 

It is unreasonable to claim that because Brown enjoyed 60% of past 
profits, he should, therefore, receive 60% of the sum received for the sale 
of the partnership successor’s “hope for future profits,” when the partners 
are “equally interested in the assets.” Brown has received 60% of the good- 
will before the sale is made, and to divide the $90,000.00 received for the 
goodwill as a profit in effect divides the same thing twice. 

It may be argued that no profit had been made by the partnership. But 
if there was no partnership profit no one would pay for any goodwill. Of 
course, in practice we will always have all of the circumstances for con- 
sideration. 

In this problem the partners are re-establishing themselves, and it will 
be only natural that they regard the affairs of the partnership ended before 
the sale, and that each will be entitled to one-half of the net assets and 
what the net assets produce. 

But if it is insisted by the partner entitled to 60% of the profits that the 
sale of the joint interest to a corporation (wherein the same partners own 
all, or a controlling interest, of the stock, and especially where the state of 
affairs is as stated in the problem) is such a transaction that it produces a 
profit, then Smith can sue for an accounting and a dissolution of the 
partnership. 

A court would not permit an inventory appraisement of the Eclipse 
Company stock at its par value, in the circumstances recited in the problem. 
Three things are generally considered in placing value on corporation stock. 

First: The net equity which the stock represents. 

Second: Recent sales of the stock. 

Third: Profit earned. ; 

From the problem we can only consider the first; if we consider that the 
corporation sells stock at a 50% discount, Brown’s position is further im- 

aired. 

. In my opinion Brown has more than Smith to gain by dividing the stock 
equally, because, if we consider what is happening, we find that Brown is 
insisting upon changing from a money standard to one of less value, 
camouflaging what is actually transpiring by bookkeeping entries that in 
the circumstances can lead to criticism, and we discover that the partners’ 
actual loss on the entire transaction is $60,000.00. ; ; 

Therefore, by attempting to obtain 60% of the value given for goodwill 
in the employment of such method, Brown would be estopped from denying 
later on that in the re-establishment of the firm the gain or loss to the in- 
dividual partners was to be divided on a 60% and 40% basis. 

The internal revenue bureau would not regard any part of the stock 
received as income at the time the transaction occurred, as regulations 33 
in this regard have not been materially changed by regulations 45, nor by 
anything subsequent thereto. 

CANDIDATE. 


Candidate is not only a practising attorney, he is also a certified public 
accountant, having passed the Ohio examination. 
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Our Reply 

The fallacy in Candidate’s ingenious opinion is so subtle that it is a 
little difficult to combat it in such a way as to be fully understood. 

In the first place he clouds the issue by setting up the account “reserve 
for goodwill.” There is absolutely no excuse for this account. When the 
partners decide to sell out to the corporation, they go over all their assets 
and decide on what basis they shall be turned over to the corporation. Let 
us assume that they find that the inventory, which has been valued at cost 
for the partnership accounts, is worth $10,000.00 more on the market. They 
have a right to demand market price for the inventory. It cannot be denied 
that this $10,000.00 is an additional profit to be divided between Brown and 
Smith in the ratio of 60 and 40. 

In addition they discover another increase in their net worth by finding 
that they have an asset not hitherto taken account of by them, which it is 
now necessary to take into consideration, because they have arranged to sell 
it to the corporation for what are presumably good stock shares. Candi- 
date says that this is not a profit to be divided, but must be offset by a 
reserve. If so, then the other newly-created asset, the addition to the in- 
ventory, is not a profit and must also be offset by a reserve. Merely because 
one asset is called market price of inventory and another is called goodwill 
does not change the fact that any increase in net worth (except contstbutions 
of new capital) is a profit, however it arises. 

There are only two sides to the matter. If the goodwill is fictitious, it 
must not be put on the books at all. If it is real, it is a profit and must be 
divided between the partners. To set up goodwill as an asset and reserve 
for goodwill as an offsetting liability is to kill both accounts. There are 
accountants who, as soon as they discover an unusual profit, begin hunting 
for a reserve to cancel it, and, if they cannot find one, they invent one. 

In his anxiety to prevent Messrs. Brown and Smith from getting any 
profit from the goodwill they have established, Candidate attempts to prove 
that they will collect the goodwill twice, once as current profits and again 
as enhanced value of the business. In doing so he shows that he does not 
understand the true nature of goodwill, although his own quotations might 
have given him a clue to it. Both of them show that it is based upon past 
experience, but that its value consists in future expectations. That is: 

Goodwill represents the hope of abnormal profits in the future, not the 
memory of such profits in the past, 

If this is the case, Candidate is in error when he says in regard to the 
setting up from time to time of the accruing goodwill that, because the 
partners in the meantime have drawn out abnormal profits equal to the 
goodwill, “Brown has received 60% of the goodwill before the sale is made, 
and to divide the $90,000.00 received for the goodwill as a profit in effect 
divides the same thing twice.” 

The truth is that Brown does not and cannot receive 60% of the goodwill 
before the sale is made, or at least before the goodwill is placed on the books 
in anticipation of the sale and is treated as a profit of which Brown gets 
60%. A concrete example is easier to understand than general statements. 
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Suppose that in 1917, B and S have been for ten years partners in a 
business whose normal net profits would be satisfactory at $12,000.00 a year. 
Their efforts have caused the net profits to be steady at $20,000.00. There is 
every reason to believe that the favorable conditions will last more than ten 
years longer. They conclude that they have a right to consider themselves 
entitled to a goodwill amounting to $24,000.00, three years’ purchase of the 
excess profits, and make such an entry on December 31, 1917. In 1918 they 
again make $20,000.00. As we understand it, Candidate would claim that 
they had realized $8,000.00 of their goodwill, but they nave done nothing of 
the kind. They have merely made their usual profit, and still have the same 
goodwill as they had before. 

As long as the business continues prosperous, there is no possible way 
for them to divest themselves of the goodwill, except by selling it with the 
business to someone else. Until then they are in the position of a man trying 
to overtake his shadow while walking east on a sunny afternoon. As he 
constantly occupies the ground where his shadow was lying, only to find 
that it is still ahead of him—the same shadow but in a different location—so 
they are constantly absorbing the profits on which the goodwill is based, 
only to find that they are current profits and that the goodwill itself is still 
ahead of them—the same goodwill but covering other years. 

When they finally sell the business they have no further interest in the 
future, and therefore they sell the interest that they did have—that is, the 
goodwill. Whether they have already mistakenly put the goodwill on the 
books or do so now in anticipation of the sale, it is now the realization of 
their share (by agreement) of the future profits, and like all other profits 
must be divided in the profit and loss sharing ratio, If the tangible assets are 
correctly valued at $200,000.00, they would receive $224,000.00 for the busi- 
ness. If their capital had been equal at $100,000.00 each, and the profit and 


loss sharing ratio was B 60% and S 40%, their capital accounts would 
now be 


B capital for tangible assets................0000: $100,000.00 

SOF MED knSaso sist Gan Meena 14,400.00 $114,400.00 
S capital for tangible assets.............-see0005 $100,000.00 

OF CED deesicccdediudeasianadcte 9,600.00 109,600.00 





BO GI ond vin cs docacctdedodsusnseaces $224,000.00 

Candidate says that money, stock or whatever is received for the busi- 
ness must be divided equally between the partners, each receiving $112,000.00. 
This would underpay B and overpay S by $2,400.00. This may be good law, 
but it is not common sense, and is certainly very bad accounting. The in- 
troduction of the unscientific and untrustworthy account “reserve for good- 
will” does not help the situation in the least. 

There is another important point brought into the settlement between 
Brown and Smith which should have no bearing on that settlement. This 
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is the subsequent sale of the treasury stock at fifty cents on the dollar. 
Since the sale was made some time subsequent to the transfer of the stock to 
Brown and Smith, the price realized could not have been known at the time 
of the transfer. Assuming that the conditions have not changed, the only 
use that can be made of the price realized is that it is an indication of the 
value of the stock received by Brown and Smith. If the $500,000.00 of stock 
paid for the old business were worth only $250,000.00, it is manifest that the 
net assets nominally valued at $410,000.00 were worth only $250,000.00. But 
that value would have been determined by a proper appraisal of the net 
assets turned over. This would have been an account of the partnership 
and the entry for it would have appeared on the partnership books. It does 
not necessarily follow that this appraisal would have shown that the value 
of the net assets to the business as a going concern was only $250,000.00. 
Whatever value is determined must have been the basis of the transfer, and 
therefore must have been the value in the closing entries of the partnership. 
To put this value on the books would necessarily show a loss which must 
be divided between the partners in their profit and loss sharing ratio. If 
this loss is agreed to be $160,000.00, Brown would be charged with 60% of 
it, or $96,000.00, and Smith with 40%, or $64,000.00 This would reduce 
Brown’s capital account to $109,000.00 and Smith’s to $141,000.00. In the 
distribution of the stock, Brown would receive a face value of $218,000.00 
and Smith would receive $282,000.00. 

The upshot of the matter is that the two partners should have agreed 
on the valuation of the assets turned over to the new company; that this 
valuation should have been expressed on the books of the partnership; and 
that the resultant division of the stock received would be based on the part- 
ners’ respective capital accounts as adjusted. This would give the pro- 
prietary interest of each partner in the business, and it is manifest that their 
interest in the assets expressed in shares of stock must be relatively the 
same as their respective interests when expressed as credit balances of their 
capital accounts. 

What the basis of the settlement was is not disclosed in the problem. As 
far as all the facts given to us at the time of the transfer would indicate, 
the assets were worth their book value, and the partners sold assets actually 
worth $410,000.00 for stock which we so far had no reason to believe was 
worth less than $500,000.00. 

Therefore they received $90,000.00 for the goodwill of the business, and 
this is the logical settlement to be adopted in answering the problem. 


A CorRECTION 


We regret to say that in the March issue in answering the problem 
about the Chile branch of the American house, we overlooked the fact that 
the Chile branch current account contained also items of permanent in- 
vestment in the construction of the Chile plant. Investments in fixed assets 
are always carried at their cost in both currencies and are not subject to 
adjustment for variations in exchange. 
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The account on the Chile books with “home office” should contain only 
current items, as the accounts representing the permanent investment are 
seldom, if ever, kept on the branch books. 

Therefore we should have eliminated the construction account from the 
branch books entirely by an entry crediting construction account $23,750.00, 
pesos 120,000, and charging the home office account with these amounts. 
It would also have been better to have registered the shipments to the home 
office at their cost, irrespective of the current rate of exchange. This is 
almost certainly the way in which the company would have kept the 
accounts. 

Following out these ideas, the accounts as previously given would now 
appear as follows: 


Operations 
$ Pesos $ Pesos 
Cs So er 22,500 90,000 6/30 ...........-. 40,500 150,000 
Me Saco hee 18,000 90,000 12/31 ..........e00- 20,750 150,000 
ee ae 4,500 22,500 Invoice ...... 10,000 60,000 
ec see 11,250 67,500 
Me esecsein 5,000 30,000 


12/31 Wages payable. 10,000 60,000 






































71,250 360,000 71,250 360,000 
12/31 Balance ....... 10,000 60,000 
Home Office 
$ Pesos $ Pesos 
6/30 Shipments ..... 40,500 150,000 1/1 Cash.......... 30,800 120,000 
12/30 es so oce SAGER BGOREO 470 *  ccwcsconar 30,000 150,000 
Construction... 23,750 120,000 7/1 “  .......... 30,000 180,000 
Exchange to 
ee SOO0 2.2.22. in eres 30,000 150,000 
Balance ....... 30,000 180,000 
120,000 600,000 120,000 600,000 
Chile Trial Balance 
-——Dollars—— r Pesos . 
A er are er eee 30,000 180,000 
Wages payable............. 10,000 60,000 
Inventory, nitrate........... 10,000 60,000 
PN. cu cokucoescdud 30,000 180,000 








40,000 40,000 240,000 240,000 


p= 














Owing to the fact that the debit to inventory and the credit to wages 
payable happen to be the same, the exchange adjustments balance. 
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On the home office trial balance there would appear a debit item of 
“Chile plant pesos 120,000, $23,750.” Probably the other item would be 
“Chile current account pesos 180,000, $30,000,” but the details of nitrate and 
wages payable credit might also be given. 

The above correction was written before the March number of THE 
JouRNAL oF ACCOUNTANCY was out, but too late to make the change in that 
number. 

It has been objected to this treatment of the cash on the Chile books that 
it changes the basis of the dollar cost of any permanent construction that 
may be paid out of this money. This would result in the valuation of a fixed 
asset different from its original cost. 

This same objection might be urged against the use of a market price 
when lower than cost in valuing an inventory of material, such as lumber, 
an unknown part of which was to be used in construction and the rest in 
operation. To our knowledge it has never been suggested that this made 
an error in the cost of the future construction. 

However, if the objection is sustained, the item of cash, $35,000, pesos 
180,000, should be left unchanged, but a reserve for exchange $5,000.00 
should be credited in place of the credit to cash. This reserve account should 
stand unchanged until the next balance-sheet date, when it would be again 
adjusted to meet the requirements prevailing at that time. 

The accounts in New York would remain as stated. 


Discounts ON CAPITAL EXPENDITURES 
Editor, Students’ Department : 

Str: (a) Will you please inform me as to what are the correct methods 
for recording in the books cash discounts on purchases and sales, when the 
merchandise involved is not the regular merchandise dealt in by a trading 
concern but something used in running the business, for example, something 
classed as furniture and fixtures? 

(b) Would it be correct to enter discount on such a purchase in the 
“purchase discount” account, if this account is then closed directly into the 
profit and loss account? 

(c) Would it be allowable to credit the asset account itself directly with 
this discount? 

(d) Would it be desirable to open up a special account for such items, 
as, for example, “discounts on purchases of furniture and fixtures” ? 

Yours truly, 
G. M. B. 


You speak of the purchase and sale of something used in the business, 
such as furniture and fixtures. But such things are not sold. 

Cash discount on capital purchases is always a reduction of price paid 
and is not to be treated as a profit of any kind. 


Brancuw Accounts, Home Orrice OverHEeAp 


Editor, Students’ Department: 


Sir: We are interested in the co-operation of your department in solving 
the many problems submitted, and are submitting the following for your 
consideration : 


We maintain a distributing branch fifty miles away from our factory 
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for the purpose of stimulating sales in the far distant zone. The cost of 
conveying the finished product is charged direct to branch expense. The 
expenses incurred at branch are paid at the source and likewise charged to 
the branch. 

Sales reports are filed daily with the general office, the figures compiled 
and invoices rendered to the trade. The proportion of sales at branch to 
the total volume of sales is approximately 15%. The question arises as to 
just what proportion of factory overhead in the nature of rent, insurance, 
clerical, executive, depreciation, etc., ought to be represented in the operating 
cost of branch. 

The added volume creates additional expense at factory and, we maintain, 
ought to be represented in the cost of handling at branch. 

Yours truly, 
A. A. E. 

Wo do not think that you are treating your branch account correctly. 
The expense of getting your goods to the branch is an addition to the cost 
of the goods and is not a branch expense. In the same way all the factory 
overhead is part of the cost. 

The proper method is to bill the branch with the entire cost of the 
goods sent to it, including all the factory overhead. 

On the home office books this cost is charged to the branch, together 
with transportation charges, but the off-setting entry is not to sales but to 
shipments to branch. When the home office books are closed this account 
of shipments to branch is transferred to the credit of finished goods account. 
This is because when the goods are shipped to the branch they are not sold 
but have merely changed their location, being taken out of the inventory at 
the home office and put into the inventory at the branch. They eventually 
get into the sales through the account of sales at branch. 

If it is desired to keep the branch in ignorance of the cost price the 
goods may be billed at some other price which is a fixed percentage of the 
real cost. It does not make any difference at what price they are billed, since 
the entry recording the shipment is pro forma only. In the profit and loss 
statement of the whole business the cost value would be used. 
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Connecticut Society of Certified Public Accountants 

The Connecticut Society of Certified Public Accountants, at its annual 
meeting on April 14th, elected the following officers for the ensuing year: 
president, I. A. May, New Haven; vice-president, L. M. Traub, Hartford; 
secretary, C, F. Coates, Waterbury; treasurer, F. W. Childs, Greenwich; 
auditor, G. L. Vannais, Hartford. 

The society presented a gold medal to William Dunham Brash, of Hart- 
ford, who obtained the highest marks at the last C, P. A. examination. 





Rankin & McAlpin announce that Sydney C. Hurst has been admitted to 
partnership. The firm in future will be known as Rankin, McAlpin & Hurst, 
with offices in the American Exchange National Bank building, Dallas, 
Texas. 





Haskins & Sells and George R. Lamb announce the consolidation of their 
accounting practices, to be conducted in the name of Haskins & Sells, with 
offices in the First National Bank building, Cincinnati, Ohio. 





Marwick, Mitchell & Co. announce that George A. Treadwell, member of 
the American Institute of Accountants, has been appointed manager of their 
New Orleans office. 





Herbert B. Hawkins announces the removal of his office to the Wool- 
worth building, New York. 





Mitchell & Ferris announce the opening of offices in Edificio Banco 
Nacional, Habana, Cuba. 





Morris Rogin announces the removal of his offices to 1 West 34th street, 
New York. 





Joe M. Hendrix announces the opening of an office in Concord, North 
Carolina, 





